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Executive Summaxy . 

Purpose The CJ.S. Department of Agriculture’s (LSDA) Federal Crop Insurance 
Corporation (1~3~) insures farmers against unavoidable losses due to 
adverse weather, insects, and crop disease. Prior to 1981 the program 
only covered selected crops in certain counties. The Federal Crop Insur- 
ance Act of 1980 changed this by calling for an expanded national pro- 
gram. The act also called for involvement of the private sector in the 
program, authorized a reinsurance program under which FCIC would 
reinsure private companies’ risks, and required that the program be 
actuarially sound- with premium income covering payment.s for losses. 

While FCIC has increased the scope of the program and the involvement 
of private companies, for fiscal years 1982-1986, indemnity payments. 
have exceeded premium income by about $1 billion. Total indemnity 
payments have amounted to about $3 billion. Private companies rein- 
sured by KIC have been responsible for $1.5 billion of that amount. 

In response to a congressional request, GAO reviewed the loss adjustment 
procedures followed by reinsured companies, which accounted for about 
80 percent of KIC’S sales in 1986, to determine whether overpayments 
had occurred. In addition, GAO compared the reinsured companies’ con- 
trol over their loss adjustment process with FCIC’S control over the poli- 
cies it sells directly. 

Background 
FCIC employees. Currently, FCIC relies on private reinsured companies 
and master marketers. Reinsured companies sell and service crop insur- 
ance policies under their own names and adjust losses when a claim is 
made. They are reinsured by FCIC against most of the losses incurred. 
Master marketers sell and service policies directly on FCIC’s behalf. FCIC 
is directly responsible for all losses and for adjusting claims on the poli- 
cies sold. 

The cost of federal crop insurance to farmers is determined largely by 
the program’s loss experience. Therefore, accurately adjusting claims 
for crop losses is vital not only to avoid wasting government funds but 
also to provide farmers with crop insurance at affordable rates. c;.u?‘s 
review focused on determining whether the loss claims of reinsured 
companies were accurate. 

Results in Brief oversight by KIC, resulted in millions of dollars in overpayments hh. FW. 

Page 2 GAO RCEDWL-7 FCIC 



Executive Summary 

Of the $9.4 million in 1984-86 claims reviewed, GAO found chat 63 mil- 
lion, or 31 percent, were overpayments. The reviewed claims involved 
three crops in five states. Because the errors identified were so cunsls- 
tent and frequent, GAO believes they are indicative of a nationrvide prob- 
lem. For example, in following up nationally on one type of error- 
paying claims for losses due to drought on irrigated farms-o.\(.) found 
that overpayments of about % 18 million may have occurred during the 
1984-86 period. With FCIC paying claims of about $3 billion during the 
1982-86 period, the potential for lowering govenvnent costs and f;trmer 
premiums is great. While GAO also found problems with losses adjusted 
by FCIC, they are of a much smaller magnitude than those adjusted bb 
the reinsured companies. 

Principal Findings 

Reinsured Company Loss 
Adjustment Is Costing the 
Government Millions of 
Dollars . 

. 

With the assistance of FCIC loss adjusters, GAO reviewed 134 claims 
adjusted by reinsured companies for crop years 1984 and 198.5 old 
found that 

127 claims, or 95 percent, were adjusted incorrectly; 
113 of the incorrectly adjusted claims resulted in overpayments of 
nearly $3 million; 14 resulted in under-payments of about $32,000: 
for the $9.4 million in claims payments, the net overpayment rate w ;LS 
31 percent; 
there was an average of two errors per claim; 
while the under-payments involved relatively small amounts. ti3 pt*r(‘t’nt 
of the overpayments were for $10,000 or more; and 
many of the errors made by claimants and reinsured companies ivt’rt’ *( 1 
obvious as to appear to have been intentional-14 claims have ;tlr~~itc!>. 
been referred to the Department’s Office of Inspector General for f~rr- 
ther investigation. (See ch. 2.) 

FCIC Loss Adjustment 
- 

GAO also reviewed 37 claims adjusted by FCIC employees and fl.,unti r h;rt 
Errors on Claims Are 
Frequent but Not Costly l 23 (or 62 percent) contained procedural errors, but the net oveq>ir> I~II.II~ 

amounted to only about $19,000, or 1.1 percent, of the $1 .i nulll( 111 I II 
indemnities paid and 

. there were 33 procedural errors, an average of less than one wr 1 1 ,I I II I 
(See ch. 3.) 

Page 3 GAO R( t:lr~ T t 1 I( 



Executive Summary 

Inadequate FCIC Oversight Until recently, FCIC has exercised little oversight of reinsured companies 
and Control Over to ensure that controls over loss adjustment are in place and effective. 

Reinsured Companies Further, RX does not verify premium and loss information submitted 
by the companies, nor does it adequately screen claims for obvious 
errors prior to payments. During the period 1984-86, GAO found, for 
example, 3,846 claims adjusted by reinsured companies totalling $17.9 
million with drought cited as the cause of loss on irrigated farms. Yet, 
according to FCIC rules, drought on an irrigated farm is an uninsurable 
cause of loss. In these cases, whether drought was the actual cause of 
loss or whether the cause of loss was incorrectly identified in the docu- 
ments provided to FCIC by the reinsured companies, FCIC should have 
verified the validity of the claims prior to paying them. 

The creation of a compliance division in August 1986 was KIC’S first 
attempt to establish some degree of systematic oversight and control 
over reinsured companies. Although this and other actions FCIC has 
taken to increase its oversight of reinsured companies’ activities are 
steps in the right direction, much more needs to be done, particularly in 
regard to collecting identified overpayments. (See ch. 4.) 

Recommendations GAO makes several recommendations to the Secretary of Agriculture to 
improve the quality of the loss adjustment practices of reinsured compa- 
nies and for FCIC to acquire the needed financial and programmatic con- 
trols over the activities of the reinsured companies. (See ch. 5.) 

Agency Comments and IXIC agreed with many of the fiidings, conclusions, and recommenda- 

GAO’s Evaluation 
tions in the report but disagreed with others. For the most part, FCIC did 
not disagree with GAO'S findings on the individual claims review which 
support the basic findings of the report. Further, FCIC is planning to or 
has already begun to implement most of GAO'S recommendations. FCIC’S 
comments are addressed in detail in various chapters of the report and 
in appendix V. 
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Chapter 1 

Introduction 

In addition to uncertain economic conditions, American farmers face 
many uncontrollable natural hazards that can prevent planting or 
destroy crops. Crop insurance provides protection to agricultural pro- 
ducers from losses caused by unavoidable disasters, such as insects, dis- 
ease, fire, hail, drought, floods, freezing, and wind. The U.S. Department 
of Agriculture’s (USLM) Federal Crop Insurance Corporation (MC), a gov- 
ernment-owned corporation, was created in 1938 to promote the 
national welfare by improving the economic stability of agriculture 
through a sound program of federal crop insurance. 

Before 1980 the crop insurance program operated on a limited basis, 
covering certain commodities and selected counties. For example, in the 
late 1970’s the program covered as many as 27 commodities in about 
1,700 of the country’s 3,000 counties. The Federal Crop Insurance Act of 
1980 (Public Law 96-366) called for an expanded crop insurance pro- 
gram by authorizing a subsidized all-risk, a&crop, nationwide program. 

Since passage of the 1980 act, FCIC expanded its insurance coverage to 
include about 40 crops in about 3,000 counties across the United States. 
During this period, however, FCIC experienced and is still experiencing 
financial difficulties. From 1982 through 1986, insurance claims (indem- 
nities) totaled about $3 billion compared with premium income of about 
$2 billion. FTX has paid out $1.66 in claims for each $1 of premium 
income earned. 

Purpose, Objectives, 
and Management of 

ers to protect their production investment against essentially all una- 
voidable risks. The act requires that the program be operated on an 

the Federal Crop actuariaIIy sound basis with premium income sufficient to cover losses 

Insurance Corporation and to establish, as expeditiously as possible, a reasonable reserve 
against unforeseen losses. Also, the 1980 act requires that NC shall, 
among other things 

. use the private sector, to the maximum extent possible, to sell and ser- 
vice crop insurance policies and 

. provide a program of reinsurance (whereby part or all of the nsk IS 
transferred from the original insurer to another party), to the maximum 
extent practicable, to begin not later than with the 1982 crops. 

Program Delivery Prior to the 1980 act, FCIC sold and serviced crop insurance pohc~es 
using its own employees, employees of USDA’S Agriculture Stablhzat ron 
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chapter 1 
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and Conservation Service (&KS), and a small number of independent 
agents. FCIC employees then adjusted claims for losses. In implementing 
the expanded insurance program under the 1980 act, FCIC believed that 
heavy reliance on the private sector would be necessary in order to 
reach a high level of participation in the program. Moreover, the shift to 
the private sector was viewed as being in accordance with congressional 
intent of the act. The 1980 act states that FCIC should “. . . to the maxi- 
mum extent possible . . . contract with private insurance companies 
and encourage the sale of federal crop insurance through licensed pri- 
vate insurance agents and brokers. . . .” 

Accordingly, FCIC developed an Agency Sales and Service Agreement and 
a Standard Reinsurance Agreement. Under the former agreement, an 
insurance company or agency (commonly referred to as a master mar- 
keter) agrees to selI and service FCIC insurance policies. FCIC compensates 
the master marketers for their services on a commission basis-cur- 
rently 16 percent of premiums. FCIC maintains responsibility for adjust- 
ing losses (the assessment and determination of the amount and cause of 
the loss in crop yield) on the policies sold by master marketers. -41~0. 
FCIC incurs ail losses on policies sold by master marketers and realizes all 
gains. - 

- 

Under the reinsurance agreement, private insurance companies sell, ser- 
vice, and acijust the losses on policies they sell under their own names. 
The reinsured companies are also compensated for administrative, oper- 
ating, and claim acijustment expenses-currently 30 percent of the com- 
panies’ total premiums-plus a reimbursement for a portion of any state 
premium taxes paid. Unlike the master marketer delivery system, FCIC 
provides the companies with reinsurance coverage as protection against 
most of the risk that could result from losses incurred by the companies 
and shares in any gains or losses with the companies. 

Under the current agreement, reinsured companies are responsible for a 
maximum underwriting loss of 16.375 percent of premiums on the busi- 
ness they retain.1 FCIC pays all losses on a claim above that amount. 

Neither agreement, however, provides for assigned exclusive sales tern- 
tories. Therefore, the master marketers and reinsured companies com- 
pete with each other for producers’ insurance business. In areas not 

‘The reinsured companies cede (transfer) a portion of their bushes to FCIC. They do not share III 
underwriting gains and lossea with FCIC on the bushes that is ceded to ITIC. 
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served by either delivery system, AXS sells and services the federal crop 
insurance through its county offices. 

From 1982 through 1986, premium income from policies sold by master 
marketers totaled about $895 million and indemnities totaled about $1.5 
billion. During the same period, premium income on policies sold by rein- 
sured companies totaled about $1.1 billion, and indemnities about $1.5 
billion. In 1986 reinsured companies accounted for about 79 percent of 
the $378 million of premium income generated under the program and 
master marketers about 21 percent. In 1987, it is expected that reinsur- 
ante will account for 90 percent of total insurance sold. 

Program Funding KIC receives funds from three primary sources-premium income from 
producers purchasing insurance policies, the issuance of capital stock, 
and federal appropriations. The 1980 act authorizes KIC to issue and 
sell $600 million in capital stock, which is to provide working capital 
and a reserve to cover losses when premium income and/or reserves are 
insufficient. Because of its large losses, FCIC had issued and sold all of 
the capital stock to the U.S. Treasury as of August 1986. In addition, 
FCIC borrowed % 113 million from the U.S. Treasury in fiscal year 1986 
and $450 million from USDA’S Commodity Credit Corporation at various 
times through September 1986. 

Insurance Coverage Federal crop insurance can help mitigate the effects of crop losses 
caused by unavoidable natural hazards, but it does not insure profit for 
the producer or cover avoidable losses resulting from negligence or fail- 
ure to observe good farming practices. Crop insurance is generally pro- 
vided at three coverage levels- 60,66, or 76 percent of the farm’s 
recorded or appraised average yield-and at three different target price 
elections (dollar value per unit of production), with one being not less 
than 90 percent of the projected market price for the crop insured. In 
all, the producer has nine insurance options. The insurance guarantees 
the producer a certain amount of coverage for production-m bushels 
or pounds-per acre. Farmers’ premiums are due at time of harvest. If a 
farmer is paid for a loss on a claim, the premium due is deducted from 
the claim payment made. 

To understand how crop insurance operates, assume that a farmer with 
an average production of 100 bushels of corn per acre selects a 65-per- 
cent production guarantee option and a $2.70 per bushel payment level. 
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chapter 1 
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If a natural disaster occurs and the actual production drops to 20 bush- 
els per acre, the farmer would have an insured loss of 45 bushels (,65 
percent of 100 bushels less the 20 bushels actually produced). FCIC 

would pay the farmer $121.60 ($2.70 x 46 bushels) for each acre 
insured. 

Objectives, Scope, and Our review was conducted at the request of the Chairman, Subcommit- 

Methodology 
tee on Conservation, Credit, and Rural Development, House Committee 
on Agriculture.* The overall concerns of the requester were whether or 
not the program is providing protection needed by farmers at an afford- 
able cost. This concern was based on the overall increasing cost of the 
program, which appears to coincide with the increasing market share of 
the reinsured companies, and the apparent lack of KIC oversight and 
control over loss adjustment practices being used by reinsured compa- 
nies. In response to these concerns, we determined (1) whether rein- 
sured companies were adjusting claims for losses in accordance with 
procedures and methods consistent with those used by FCIC and (2) what 
the reinsured companies’ oversight and control over the loss adjustment 
process was and compared it with ITIC’s oversight and control over 
losses adjusted on policies sold by master marketers (referred to in this 
report as master marketer claims). 

To accomplish our first objective, we judgmentally selected for review 
134 large claims. Each claim was for over $20,000.3 In total, 12 different 
reinsured companies were involved. The claims filed by farmers and 
adjusted by the reinsured companies were for crop years 1984 and 1985 
(the most recent years for which complete claim data were available 
from FCIC).~ For the respective years, the number of total claims oL.er 
$20,000 was about 3,500 and 4,400. We began by reviewing 1984 
claims in Mississippi because the allegations of erroneously paid claims 
were first made about claims in that state, and then expanded our 
review to include 1986 claims in California, Louisiana, Montana, and 
Oklahoma. The four additional states were selected based on geographic 
dispersion, type of crop, and total amount of claims paid. Eighty-four of 
the 134 claims we reviewed involved soybeans because soybean claims 
accounted for about 65 percent of total FCIC indemnities during the 

*The review was initially requested by Representative Webb Franklin of Miss~~~pp~ tn .JLUIV !ji IQ%, 
who subsequently did not return to the 100th Congress. 

30ne soybean claim we reviewed involved a companion contract for the landowner thar H AS 1 ~ndrr 
$20.000 but was included in our overall statistics. 

4Crop year as defined is the calendar year in which a crop normally is harvested 
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period 1981-1986. We selected 26 wheat claims because wheat claims 
represented about 18 percent of total FCIC indemnities for the same 
period.~ We selected 26 grape/raisin claims in California because grape/ 
raisin claims represented about 69 percent of total indemnities paid in 
the state in 1986. Also, in selecting specific claims to review in each 
state, we tried to select claims from contiguous counties to minimize the 
logistical problems of traveling around the state to gather the informa- 
tion needed, particularly crop production data, to evaluate the accuracy 
of the adjusted claims. 

To evaluate the accuracy of the adjusted claims, we enlisted the assis- 
tance of Fclc staff certified to adjust losses on Fclc crop insurance 
claims. Working with these technical experts, we obtained all relevant 
paperwork in support of each claim and then recomputed the amount 
that should have been paid on each of the 134 claims in accordance with 
the loss adjustment procedures and methods used by mc. We readjusted 
the loss on each claim and compared the results with the claim amounts 
adjusted by the reinsured companies to determine whether an overpay- 
ment or underpayment occurred. In readjusting the losses, where neces- 
sary, we discussed the claim with the insured, the agent who sold the 
policy, the reinsured company loss adjuster, and third parties, such as 
grain elevator operators and grape packers/shippers, with knowledge 
bearing on the claim. Also, we presented our individual claim review 
results to the reinsured companies and discussed our findings with their 
representatives. Their comments were taken into account throughout 
this report and are reflected as appropriate. In addition, at the conclu- 
sion of our audit we provided ~clc management with detailed informa- 
tion on each of the cases included in our review. 

To meet our second objective, we met with representatives of each of 
the reinsured companies that had adjusted the losses on our sample 
claims to obtain information on their oversight and control of the loss 
adjustment process. We also obtained information on RX’S oversight 
and control of the loss adjustment process through (1) discussions with 
RX headquarters officials and representatives of FCIC’S field operations 
offices that have responsibility for monitoring loss adjustment activities 
in each of the five states included in our review and (2) review of FCIC 
loss adjustment manuals and handbooks. We then compared the rein- 
sured companies’ procedures with those used by FCIC in adjusting its 
claims on master marketer sales. 

%IU!WheatClBhWe revkweddsoincludedbarleyaspartoftheclaim. 
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Our work at the reinsured companies was limited primarily to discussing 
the companies’ controls over the loss adjustment process with key com- 
pany officials and to reviewing company policies and procedures relat- 
ing to the guidance and training they provide their loss adjusters. 

Also, in performing our review we wanted to determine whether the loss 
adjustment process used by FCIC actually resulted in more or less accu- 
rate claims adjustment than the process being used by the reinsured 
companies. To accomplish this we reviewed a sample of 37 master mar- 
keter claims adjusted by FCIC in the five states that we visited. These 
claims accounted for about 22 percent of the 171 total claims we 
reviewed. This is approximately the same four-to-one ratio of master 
marketer claims to the number of reinsured company claims paid by FCIC 
in 1986. The master marketer claims reviewed were the largest claims in 
the same counties where we reviewed reinsured company claims. We 
used the same mc expert assistance and the same methodology in 
readjusting losses on the master marketer claims that we used in 
readjusting losses on the reinsured company claims. Also, we discussed 
our results with officials of the applicable FCIC field offices, and their 
comments are reflected in the report as appropriate. 

In addition to our work in direct response to the concerns of the 
requester, we reviewed FCIC’S written policies and procedures for adjust- 
ing claims and its reinsurance agreements with the reinsured companies. 
We also discussed previous and ongoing audits of FCIC’S claims adjust- 
ment process with officials of USDA’S Office of the Inspector General 
(OIG). At RX’S headquarters in Washington, D.C., we discussed the 
results of our work and FCIC’S ongoing and planned oversight of the rein- 
sured companies and the reinsured companies’ loss adjustment process. 

We conducted our work between May 1986 and July 1987 in accordance 
with generally accepted government auditing standards. 
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Inadequate Loss Adjustment by Reinsured 
Companies Is Costing the Government Millions 
of Dollars 

FCIC annually pays hundreds of millidhs of dollars in claims determined 
by a loss adjustment process that is performed by the reinsured compa- 
nies and by FcIc-supervised contractors on policies sold by master mar- 
keters. Reinsured companies are required to adjust claims using 
procedures and methods consistent with those used by WC. The loss 
adjustment process is key to the accurate determination of losses; there- 
fore, the quality of its execution is crucial to producers, FCIC, and the 
taxpayer. We found that the reinsured companies are simply not getting 
the job done. 

Our review of 134 FCIC insurance claims adjusted by reinsured compa- 
nies revealed overpayments of about $3 million, or 31 percent of the 
$9.4 million paid. These overpayments, the vast majority of which FCIC 
is responsible for, occurred because the loss adjustment procedures and 
methods used by the reinsured companies were neither consistent with 
those used by mc nor effective in preventing errors. Further, while we 
judgmentally selected our sample from five states, the identified errors 
(an average of two per claim) were so frequent and consistent that we 
believe they are indicative of a nationwide problem. In addition, we 
found that many of the errors by claimants and reinsured companies 
were so blatant that they appear to have been intentional. 

FCIC’s Loss 
Adjustment Process 

The loss adjustment process for both reinsured companies and master 
marketers compares the amount of production an insured farmer actu- 
ally experiences with the amount of production guaranteed by the crop 
insurance policy. Essentially, according to FCIC procedures, the process 
can be divided into four major elements-the determination of ( 1) pro- 
gram eligibility- whether a person is eligible to get crop insurance. (2) 
the amount of production that is guaranteed under each policy--called 
the production guarantee, (3) the amount of actual production. and (4) 
the amount of indemnity due. Each selling agent has prime responsrbil- 
ity for determining eligibility and establishing the production guarantee. 
However, the loss adjuster has prime responsibility for determining 
actual production and the indemnity due on each claim. In addition, the 
adjuster is responsible for verifying that the determination of program 
eligibility and that the production guarantee are correct. The four major 
elements involved in adjusting a claim are described below. The require- 
ments discussed under each element are from pertinent FCIC manuals. 

Determination of eligibility. In dete rmining whether a producer applying 
for crop insurance is eligible, the sales agent must ensure that the acre- 
age to be insured is classified as insurable by FCX; the insured has an 
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insurable interest in the crop as landlord, owner-operator, or tenant; and 
the crop is planted by the final plant date allowed by the policy. Fur- 
ther, prior to a prescribed deadline for the particular crop being insured, 
the producer must submit an FCIC acreage report that sets forth such 
information as the location and number of acres to be planted, the insur- 
ance coverage desired, and other related information. 

Determination of production guarantee. The sales agent must consider 
four mqjor issues in dete rmining a producer’s production guarantee: the 
number of acres insured, the farming practice used, the land’s produc- 
tive capacity as determined by FCIC, and the cause of the crop loss. The 
agent should verify that the number of acres specified on a producer’s 
insurance application is accurate by either actual measurement or 
reviewing aerial maps and/or acreage reports maintained by the LSS 
county officer.’ 

The farming practice determination is important because it affects the 
guaranteed per-acre production of the farm. The type(s) of farming 
practice assigned to a policy varies by area and crop but generally 
depends on whether the crop is irrigated or nonirrigated, planted in 
rows or broadcast (scattered), and planted after the harvesting of 
another crop. The agent should verify the farming practice used through 
either a visit to the farm or review of ASCS acreage reports certified b> 
the producer. 

Land classified by FUC as insurable is assigned a risk factor based on the 
land’s productive capacity. The agent determines the applicable risk fac- 
tor assigned to the applicant’s farm by reviewing actuarial tables show- 
ing the risk factor assigned to classified acreage in the county or, when 
available, by checking an FCIC listing of risk factors assigned to indivld- 
ual farms. 

At the time of adjustment, the adjuster should determine whether the 
cause of loss is insurable. An uninsurable cause of loss, such as wind 
damage for a raisin crop or drought damage on an irrigated farm, could 
result in a portion of or the entire claim being disallowed. 

Determination of actual production. When a farmer notifies the com- 
pany of a claim, the acijuster is responsible for determining the pro- 
ducer’s actual production. Actual production is the total number of 

‘Ascs requires producers that participate m certain farm programs to submit acreage rrp~~-~ LU 5 
Form 578) to its county officer. 
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bushels or tons of crop harvested, plus any potential production from 
unharvested acres, less normally minor agjustments to account for mois- 
ture, foreign matter, and other impairments to crop quality. 

To arrive at a determination of the amount of actual production, the 
adjuster should obtain the producer’s records to determine the har- 
vested production sold or stored for sale at a later date. Producers are 
required to notify the insurance company of a claim before harvesting 
the entire crop so that the adjuster can visit the farm to appraise the 
production. If production reported by the producer appears unreasona- 
ble based on production of comparable farms, the adjuster is required to 
take additional steps to verify production. One step FCIC requires under 
such circumstances is to canvass entities, such as grain elevators or pro- 
cessors, where the producer may have sold the crop. Any additional pro- 
duction the aauster finds that can be attributed to the insured’s farm is 
included in the determination of actual production. Finally, applicable 
quality adjustments are made to arrive at a final production figure. 

Determination of indemnity. When the aauster determines that the 
amount of actual production is less than the amount of production guar- 
anteed by the policy guarantee due to an insurable cause of loss, the 
indemnity must be determined. This is basically done by multiplying the 
difference between the actual production and the amount of the produc- 
tion guaranteed by the price option selected by the producer at the time 
the insurance policy is purchased. However, if the insured has less than 
a loo-percent interest in the crop, the indemnity is reduced to reflect the 
percentage of the insured’s interest. Further, the indemnity is reduced 
by the cost of the insurance premium to arrive at the actual payment to 
the insured. 

Claims Adjusted by Of the 134 claims we reviewed, 127, or about 96 percent, were not 

Reinsured Companies 
adjusted using FCIC’S methods and procedures. Of the 127 claims 
a~@st.ed improperly, 113 resulted in overpayments of about $3 million, 

Have Frequent and and 14 resulted in underpayments of about $32,000. Thus, had all of the 

Costly Errors 134 claims been adjusted properly, FCIC payments would have totaled 
about $6.6 million rather than the $9.4 million that was actually paid. In 
other words, for our sample, $1 of every $3 should not have been paid. 
Table 2.1 shows the detailed results of the 134 claims we reviewed by 
state and crop. 
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Table 2.1: Result8 of Review of Claims Adjusted by Reinsured Companies 
Total claims reviewed Claims overpaid Claims underpaid 

State and crop Number Amount Number Amount Number Amount 
Callfornla-grapes and ralslns 25 $1.359.616 18 $640.558 6 $19 483 
Louislana-soybeans 26 2.161.134 20 464.790 5 ? 711 

Misslsslppl-soybeans 38 1,384.022 37 933,589 1 317 
Montana-wheat 25 3,310.719Q 19O 250.5600 2 4 470 

Oklahoma-soybeans 20 1,195x9 19 646,048 0 0 
Total 134 69,410,860 11 3a $2,936,545 14. 631,969 
Percentaae of total claims revlewed 100 100 843 31 104 03 

%omblned error rate IS 95 percent (84.3 percent for overpayments and 10 4 percent for 
underpayments) 

bOne claim also Involved an lndemnrty of $563.780 for barley that was also erroneously pala but #s not 
reflected In our overall stakt~cs 
Source Our analysis of clarms revrewed on pollcles sold by reinsured companres 

Although FCIC procedures are designed to assure that the determination 
of losses is reasonably accurate, the types and frequency of errors we 
found clearly indicate that the reinsured companies were not adequately 
following loss adjustment procedures and methods consistent with those 
of FCIC. The identified underpayments involved relatively small 
amounts, but about 63 percent of the overpayments were for $10,000 or 
more. (See table 2.2.) 

Table 2.2: Size of Overpayments Made 
by Reinsured Companies Number Percent of 

Amount of overpayments overpaid totat ~__ 
Under $500 9 8 
.%00t0%99 6 5 
il .ooo to $9939 27 24 

$lO,ooo to $29.999 34 30 
$30,ooo to $49.999 19 17 

$5o,ooo to $99,999 10 9 
$100000 to $199.999 6 5 
Over $200.000 2 2 
Total 113 100 

Source Our analyss of clarms reviewed on polrcres sold by rernsured companies 
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Types of Loss We found errors on the claims adjusted by the reinsured companies in 

Adjustment Errors- 
each of the four major elements of the loss adjustment process. As table 
2.3 shows, we found 269 instances where correct procedures were not 

Some Were Blatant followed on the 134 claims reviewed, an average of over 2 errors per 
claim. 

Table 2.3: Frequency of Errors Found 
Regarding Determination of Eligibility, 
Production Guarantee, Actual 
Production, and Indemnity Due 

Loss adjustment element 
Determlnatlon of ellglbihty 
Determlnatlon of productlon guarantee 
Determlnatlon of actual productlon 
Determlnatlon of Indemnity due 

Number of Percent of 
errors total 

8 3 
144 54 

98 36 
19 7 

Total 269 inn 

Source Our analysis of claims revlewed on pohcles sold by reinsured companies 

A discussion of the types of errors we found and examples of claims 
that demonstrate the errors follow. In many cases we found the errors 
to be so blatant they seem to have been an intentional attempt to inflate 
the amount of indemnity payments made. 

Determination of 
Eligibility 

Of the 134 claims reviewed, we found 8 claims where producer eligibil- 
ity was not determined properly. We found one case where the pro- 
ducer’s land had not been classified by FCIC; two cases where the insured 
did not submit an acreage report by the reporting deadline; two cases 
where the insured had no insurable interest in the crops; and three cases 
where the producer did not. plant the crop by the date required. As illus- 
trated in the examples below, significant overpayments can result from 
these kinds of errors. 

Example A. A soybean grower in Oklahoma was ineligible for an indem- 
nity because the entire farm was not classified as insurable by FCIC. 
Under FCIC rules, a farm must be classified to be insurable. Apparently, 
neither the reinsured company’s sales agent nor the claims adjuster veri- 
fied that the land being insured was insurable. As a result, an overpay- 
ment of $129.736 occurred. 

The manager of the reinsured company in this case responded to our 
finding on this claim by stating that the farmer insured all of the acres 
in question under one farm serial number,’ and this farm serial number 

‘Farm senal number ts a numerical ldentlfication of the land contained III a given tract of farmland 
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was classified by the field actuarial office of FCIC. Therefore, according 
to the manager, the agent sold the insurance correctly. 

We disagree that the agent sold the insurance correctly. Although it is 
true that the farmer insured the acreage under a farm serial number 
that was classified by FCIC as insurable, neither the sales agent nor the 
adjuster verified that the acres actually insured were part of that farm. 
By reviewing XGCS records and discussing the claim with the insured, we 
found that only 289 of the 1,162 acres included in the claim were part of 
the farm serial number cited. Regarding the 289 acres found on the cited 
farm serial number. we found that only one section of the farm had been 
classified as insurable and, while a part of that farm, the acres were not 
included in the section of the farm deemed insurable by FCIC. Therefore, 
we believe that the entire claim payment of $129,736 is invalid. 

Example B. A wheat grower in Montana did not submit an acreage 
report stipulating the number of acres and the crops to be insured by the 
last allowable filing date June 30, 1985. FCIC policy allows for the accep 
tance of a late-filed acreage report, but only after examination of the 
property by the agent to ensure that a normal crop can be expected. In 
this case, the acreage report was not filed until July 19, 1985. and we 
found evidence in the policy file that showed damage in the fields had 
been documented by the reinsured company’s loss adjuster on both June 
27 and July 5. The reinsured company agent, however, accepted the 
late-filed acreage report and thus insured a known liability. This was in 
direct violation of FCIC policy. As a result, the insured received a $68.7 13 
indemnity payment for a loss that was uninsurable.” 

The manager of the reinsured company in this case responded to our 
finding on this claim by stating that the reinsured company has the 
option to accept liability when an acreage report is submitted after the 
required filing date. He said that the company chose to accept the late 
acreage report because the reason the report was late was not the 
insured’s fault, but the fault of the county ASCS office. 

The reinsured company manager is correct in that the crop insurance 
general policy provisions allow for the acceptance of a late-filed al-reage 
report. However, the policy is clear that the reinsured company h;ti a 
responsibility to make certain that conditions at the time the insurance 
liability is accepted indicate that the insured can expect a “normal” 
crop. This was not the case, however. The reinsured company knew at 

3The claim also involved an indemnity payment of %13X3.780 for barley that was als) Iuiln~llrklr 
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the time the late acreage report was filed that a normal crop would not 
be produced. Providing insurance coverage in such a situation resulted 
in insuring a known liability-a violation of FCIC policy, and an unsound 
practice in any insurance business. Further, the delay in obtaining the 
acreage report was not the fault of ASCS as asserted by the manager of 
the reinsured company. The company’s files show that the acreage 
report was not filed by the producer until after the prescribed June 30 
filing date. The files show that ASCS did not cause the acreage report to 
be filed late. 

Additional examples of claims not meeting eligibility requirements can 
be found in appendix I. (See p. 48.) 

Determination of 
Production Guarantee 

Of the 134 reinsured claims reviewed, we found 96 claims with 144 
errors in the establishment of the production guarantee. Specifically, we 
found 69 instances where the number of insured acres was incorrect; 27 
instances where the farming practice was incorrect; 36 instances where 
the risk factor assigned to the land was incorrect; and 23 instances 
where other errors occurred, primarily where the cause of loss was 
uninsurable. Each error resulted in the production guarantee being 
either over- or understated, and in an over- or underpayment to the 
insured. 

Example A. An error involving acreage determination is illustrated by a 
claim paid to an Oklahoma soybean grower. The claim was based on 897 
planted acres. We determined from reviewing ASCS records and discuss- 
ing the claim with the insured that the number of acres actually planted 
was 637.5. Further, 33.6 planted acres were not classified as insurable 
by FCIC. As a result, the claim was overpaid by $30,142. Apparently, 
neither the sales agent nor adjuster verified the number of acres or the 
insurability of the land. 

The reinsured company manager agreed that the 33.6 acres were not 
insurable but disagreed that the total acres planted were overstated. 
However, he provided no support or basis for including the additional 
acreage in the claim. Therefore, we continue to believe the claim was 
overpaid by $30,142. 

Example B. A soybean grower in Mississippi insured 215.7 acres under 
an irrigated farming practice. The crop was a complete loss, and the 
insured was paid $26,237, less a deduction for the premium due. How- 
ever, the cause of loss was drought. Because, according to FW, drought 
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is an uninsurable cause of loss on an irrigated farm, the loss was unin- 
surable. Therefore, the amount due back to KIC, including the premium, 
is $27,717. 

The claims supervisor for the reinsured company in this case agreed 
with our finding on this claim. 

Additional examples demonstrating errors in determining production 
guarantee can be found in appendix II. (See p. SO.) 

Determining Actual 
Production 

The amount of an insured’s actual production is the total of hanested 
production, plus any appraised unharvested production, less any neces- 
sary adjustments for quality. Our review of the 134 reinsured claims 
disclosed that on 98 claims, the amount of actual production was deter- 
mined incorrectly. We found uncounted production on 47 of the claims, 
and errors in the quality adjustment process on 5 1 of the claims. By 
including the uncounted production in the loss adjustment process, we 
reduced the amount of the indemnity due in 42 claims and eliminated 
the entire indemnity in five claims. Adjustments for moisture. foreign 
matter, and other factors that reduce the quality of the crop are nor- 
mally minor. 

Example A. A wine grape grower in California received $110,655 for a 
claim where the adjuster showed production as 15,910 lugs (boxes), 
which was below the production guarantee of 40,005 lugs. However, 
through a review of production records provided by the producer and 
additional records we found at a local grape packer, and discussions 
with the adjuster, we identified a total of 42,936 lugs of harvested pro- 
duction, which exceeded the guarantee. As a result, the entire indemnity 
payment of $110,666 was unwarranted. 

The adjuster told us that he based his determination of the amount of 
actual production on a settlement sheet between the grower and the 
packer, which showed harvested production through September 1 -I, 
1986, and which was prepared by the packer at the direction of the 
grower. However, we know from the adjuster’s notes in the case file that 
the aauster was aware that harvesting of the grapes was continuing on 
September 16, 1985. 

From the information available, we are unable to determine why all of 
the harvested production was not counted-either because of adjuster 
error or because the grower made a conscious effort to underreport his 
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production. The reinsured company in this case agreed with our finding 
and stated that the overpayment was not the result of adjuster error but 
because the grower underreported production. 

An additional example demonstrating errors in determining actual pro- 
duction can be found in appendix III. (See p. 52.) 

Determining Indemnity 
Due 

The final step in the loss adjustment process is to determine the 
insured’s indemnity. Once the production guarantee and the amount of 
actual production are determined, the adjuster should apply the price 
option to any difference and determine the insured’s share or interest in 
the crop to arrive at the indemnity. However, in 19 of the 133 reinsured 
claims we reviewed, the insured’s share was incorrectly determined, and 
overpayments were made. 

Example A. A Mississippi soybean grower insured his crop and was paid 
an indemnity based on a 100~percent interest in the crop. However, in 
reviewing the K?XX acreage report, we found that the insured had certi- 
fied that he had only a 70-percent interest in the crop. As a result, the 
insured’s claim was overpaid $35,168. 

We do not know why the loss adjuster failed to verify the insured’s 
interest in the crop. However, the claims supervisor for the reinsured 
company agreed with us- based on the ASCS acreage report certified by 
the insured-that the claim was overpaid. 

Referral of Cases to At the conclusion of our survey work in Mississippi, we met with repre- 

the USDA Office of 
sentatives of the USDA Office of Inspector General (OIG) and the I’.S 
Department of Justice to discuss our findings. It was agreed that repre- 

Inspector General for sentatives of LJSDA/OIG would review our case files to determine of any 

Investigation warranted further investigation and, if so, they would accept those 
cases as referrals. Fourteen of our 38 survey cases were referred for 
investigation. We are continuing to work with the OIG on the results of 
our work in the four additional states. 

Agency Comments and In commenting on this chapter of the report, FCIC said that pnme respon- 

Our Evaluation 
sibility for establishing production guarantees lies not with the loss 
adjuster at the time of loss as we stated but with the sales agent and the 
underwriting office at the time the policy is written. In this regard. FW 
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stated that the distinction is crucial in establishing accountability for 
loss adjusters. 

We agree that responsibility lies with the selling agent and have changed 
the language in our report accordingly. However? the important point 
here, as FCIC notes, is not whether the agent or the loss adjuster is 
responsible for establishing the production guarantee but that it is prop- 
erly determined and verified at the time of loss. As our report shows. of 
the 134 reinsured company claims reviewed, we found 96 with errors in 
establishing production guarantees. 

FCIC took exception to case example B in the section dealing with “Deter- 
mining Production Guarantees.” (See pp. 20-21.) Its concern was that we 
had improperly denied a claim as uninsurable when FCIC policy would 
have dictated a reduction in coverage. In its comments on this case, FCIC 

described, in detail, proper procedures for adjusting claims involving 
irrigated vs. nonirrigated situations. These procedures would require 
reducing the guarantee level to the nonirrigated practice limit and 
adjusting the claim accordingly. Essentially, FCIC contended that we did 
not apply these procedures properly. 

The example FCIC refers to in the report deals with drought as the cause 
of loss on an irrigated farm, which by FCIC’S own policy is uninsurable. 
The example does not deal with the situation described in FCIC’S com- 
ments involving irrigated versus nonirrigated land. In cases where we 
encountered this situation, the procedures identified in FCIC’S comments 

are precisely the procedures we used. 
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Thirty-seven claims on policies sold by master marketers were selected 
for review to provide a basis for comparing the loss adjustment prac- 
tices of FCIC and the reinsured companies, as well as to assess the effec- 
tiveness of FcIC’s quality control system over its own loss adjustment 
process. Unlike reinsured companies, master marketers have no respon- 
sibility to adjust claims on the policies they sell. Our review of those 
claims disclosed that 23 claims (or 62 percent) were not adjusted in 
accordance with FCIC policies and procedures, but resulted in net over- 
payments of only $19,366 on a total of $1.726 million (1.1 percent) in 
claims reviewed. Given the complexity of the loss adjustment process, 
we believe that the 1. l-percent overpayment is an acceptable error rate. 
Moreover, the overpayments on FCIC adjusted claims pale in comparison 
to those made on reinsured claims. We found that of the 23 claims 
adjusted improperly, 17 were overpaid by a total of $26,617, and 6 were 
underpaid by a total of $6,261. Thus, had the 37 claims been adjusted 
properly, FCIC would have paid a total of $1.706 million instead of the 
$1.726 million actually paid. (See app. IV, p. 63 for results on a state and 
crop basis.) 

Errors Found Were In contrast to the claims adjusted by the reinsured companies, where we 

Frequent but Not Very 
found that about 63 percent of the overpayments were $10,000 or more, 
9( or about 53 percent) of the 17 master marketer claims were overpaid 

costly by less than $600, and the largest overpayment was $7,335. (See table 
3.1.) 

Table 3.1: Size of Overpayments Made 
by FCIC on Master Marketer Policies 

Amount of overpayments 
Under $500 
$500 to $999 

Number Percx:ta~; 
overpaid 

9 52 9 

0 0 

$1 .ooo to $1,999 3 176 

$2,ooo to $2,999 3 176 

$3,ooo to $3.999 0 0 

smoo to $4,999 1 59 
Over .EhOCKl 

TOtd 

1 59 

I7 1oo.w 

%ecause of rounding. percentages do not add to 100 percent 
Source. Our analysis of claims revlewed on pohes sold by master marketers 

We found 33 errors on the 37 master marketer claims we reviewed, an 
average of less than one error per claim, compared with 269 errors, or 
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an average of over 2 errors per claim on the 134 reinsured cornpan) 
claims we reviewed. Also, in contrast to the reinsured company claims, 
where we found errors in each of the four major elements of the loss 
adjustment process. we found errors on the master marketer claims in 
only two of the major elements as shown in table 3.2. 

Table 3.2: Error-8 by Major Elements in 
the Lo88 Adjurtment Process 

Major element 
Determlnlng ehglbhty 
Determining productlon guarantee 

Number of Percentage 
errors of total 

0 0 
14 42 

Determining actual productlon 19 50 
Determinlna lndemnitv due 0 0 
Total 33 100 

Source Our analyss 01 claims revlewecl on pohes sold by master marketers 

As table 3.2 illustrates, 19 (or about 58 percent) of the errors we found 
on the master marketer claims occurred in the determination of actual 
production. Of these 19 errors, 16 (or 84 percent) occurred in the qualit) 
adjustment step performed by the adjuster when determining actual 
production. These quality adjustment errors usually had a relative11 
minor dollar impact on the claim. For example, on one claim invol\ring 
1,027 bushels of soybeans in Louisiana, the adjuster made adjustments 
for the quality of the beans that reduced the amount of actual produc- 
tion to 914 bushels. However, after reviewing this claim with FCIC 

experts, we determined that the correct amount of actual production 
after appropriate quality adjustments was 965 bushels. The difference, 
51 bushels, multiplied by the selected price option, $6.50 per bushel. 
results in an overpayment to the insured of $331.50. 

Because almost 50 percent of the errors we found on the master mar- 
keter claims evolved from the quality adjustment process, and bec:ause 
these kinds of errors usually had a relatively small impact on the claim 
in terms of the amount over- or underpaid, the relatively small over-pay- 
ment rate for the master marketer claims we reviewed is 
understandable. 

Following are examples illustrating the types and dollar value of f ht! 
nonquality adjustment errors we found on master marketer claims 

Determining Eligibility For the 37 claims reviewed, we found no instances of errors in this tble- 
ment of the loss adjustment process. 
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Determining Prbduction 
Guarantee 

As previously stated, four elements are involved in establishing the pro- 
duction guarantee: determining the number of insurable acres, determin- 
ing the farming practice, determining the risk factor(s), and determining 
whether the cause of loss is insurable. We found 11 instances where the 
number of insured acres was incorrect, 1 instance where the practice 
was incorrect, 2 instances where the risk factor was incorrect, and no 
instances where the cause of loss was uninsurable. An example of a 
master marketer claim involving each of the three types of errors 
follows. 

Example A. A Mississippi soybean grower was paid for a claim based on 
752.1 acres. However, we found that 38.5 of the acres were in another 
county and thus were not insurable on the same policy with the other 
7 13.6 acres. FCIC requires separate policies to insure acreage in separate 
counties. As a result, the insurance paid on the crops lost on the 38.5 
acres was in error; the insured was overpaid $1,613. The responsible 
FUC field office director agreed with us. 

Example B. The assigned farming practice was wrong on a Montana 
wheat grower’s claim. He incurred a loss on all nine farm units covered 
by his insurance policy. On 1 of the units, all 13.1 acres were assigned a 
farming practice that was based on the land not being planted during 
the summer months (referred to as summer fallow). However. we found 
that a different farming practice should have been assigned to 3.7 of the 
acres in the unit because the acres were planted during the summer 
months (referred to as continuous cropping). The change in farming 
practice reduced the per acre guarantee from 33 to 14 bushels. The dif- 
ference of 19 multiplied by the 3.7 acres involved and by the selected 
price option, $3.75 per bushel, equals a $264 overpayment. The respon- 
sible FCIC field office supervisor agreed with us. 

Example C. An error involving the assigned risk factor occurred on a 
claim by a Mississippi soybean grower. The 611.6 insured acres were 
assigned a risk factor of 6 by the adjuster, which resulted in a produc- 
tion guarantee of 13,023.6 bushels. We found, however, that 8 1.9 of the 
acres should have been assigned a risk factor of 4. The error resulted in 
inflating the production guarantee by 403.8 bushels. The impact of this 
error, combined with the impact of the corresponding adjustment in the 
insurance premium, is a $2,304 overpayment. The responsible NYC field 
office supervisor agreed with us. 
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Determining Actual 
Production 

As mentioned earlier, this element of the loss adjustment process is 
where most of the errors on the master marketer claims occurred 
Although we found 19 errors in determining the amount of actual pro- 
duction, only 3 of the errors involved uncounted production. The 
remaining errors involved the quality adjustment process and usually 
were minor in impact. The example that follows presents the largest 
overpayment of the three errors involving uncounted production. 

Example A. An Oklahoma soybean grower received an indemnity pay- 
ment of $1,162 based on losses on 86.3 acres. The claim was based on a 
production guarantee of 1,294.5 bushels and actual production of only 
795.6 bushels. We found, however, that the farmer had planted an addi- 
tional 93.2 acres under a late planting agreement with FCIC. and har- 
vested production from the additional acres was not counted by the 
adjuster. We counted the additional production and increased actual 
total production to 2,063.2 bushels. By including the additional acres, 
the production guarantee also increased to 2,064.3 bushels. Thus. the 
production shortfall was only 1.1 bushels, and the insured NYLS entitled 
to a.n indemnity before premium deduction of only $3.37. After making 
the premium adjustment to account for the additional acres planted 
under the late planting agreement, the insured owes FUC S2.S 1. The 
FCIC technical expert working with us at this location reviewed ;md 
approved our analysis of the claim. 

Determining Indemnity 
Due 

The final determination of indemnity due requires a verification ot the 
insured’s share in the crop. For the master marketer claims, we t’olrnd no 
instances of incorrect share determination. 

Agency Comments and FCIC commented that the results of our review of master markcttlr c,laims 

Our Evaluation 
may be understated because, in its opinion, review of higher doll;tr \ alue 
claims would possibly have resulted in a higher overpayment r;rttm 
While FCIC’S speculation may be accurate, we see no basis for 11 Kl%ird- 
less of dollar value of a claim, the loss adjustment process IS thtk s.me. 
Further, the master marketer claims we reviewed were the h@ht%t tiol- 
lar value claims in the areas selected for our review. Conseqwnr 1) me 
have not made any changes to the report on this point. FCK alw I 1 I bm- 
mented that even though master marketer claims receive lnc’r(‘;w*(i 
supervisory reviews and roughly one of every three claims 13 rt’\ Iassvd 
twice, the 62-percent error rate found in our review demonst r;lft** 1 t Ie 
complexity of the loss adjustment process. In our opinion, thtb I;_! I **rc*ent 
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error rate we identified represented minor procedural and administra- 
tive problems. Our report clearly points out that errors found on rein- 
sured company claims were much more frequent and, more importantly, 
were much more costly than those found on master marketer claims. 
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Our belief that the errors we found in claims adjusted by reinsured com- 
panies are indicative of a nationwide iroblem is supported by the lack 
of necessary oversight and control by FCIC. While reinsured companies 
have increased their share of the insurance business from zero percent 
in 1980 to about 80 percent in 1986, FCIC had exercised no systematic 
oversight and control over their operation, until August 1986. This situ- 
ation existed even though FCIC was paying for most of the reinsured 
company claims as well as reimbursing the companies for their loss 
adjustment activities. In addition to the lack of FCIC oversight and con- 
trol of reinsured companies, the system of internal controls over the 
quality of the loss adjustment process by the reinsured companies them- 
selves appears to be ineffective. As a result, costly, frequent overpay- 
ments in reinsured company claims have occurred. 

On the other hand, FCIC’S oversight and control over the loss adjustment 
process for master marketer claims is more effective. FCIC has exercised 
more stringent and direct oversight and control over its own loss adjust- 
ment activities since the beginning of the program in 198 1. This hands- 
on approach to loss adjustment for all master marketer claims, we 
believe, has resulted in better performance of the master marketers’ loss 
adjustment activities as indicated in the relatively minor amount of 
overpayments that we found on the claims included in our review. 

Further, in addition to the overall lack of systematic oversight and con- 
trol programs over reinsured companies, we found that FCIC failed to do 
basic checks of the accuracy of the data submitted by the reinsured 
companies as a basis for making payments. Specifically, FCIC does not 
screen claims on policies sold by reinsured companies for obvious errors 
prior to payment as it does for claims on policies sold by master market- 
ers. This lack of screening has contributed to the substantial amount of 
overpayments made by FCIC on claims adjusted by reinsured companies. 

In August 1986 FCIC began to move toward improved oversight and con- 
trol of reinsured companies by establishing an organizational unit 
responsible for, among other things, systematically monitoring the loss 
adjustment activities of reinsured companies. Also, FCIC has taken and 
proposed some additional administrative actions that should help. How- 
ever, much more needs to be done, particularly in regard to collecting 
the overpayments identified by its new unit and others. 
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Reinsured Companies’ During crop years 1984 and 1985, FCIC required the reinsured companies 

Oversight and Control to have a system of oversight and control over the loss adjustment pro- 
cess but had no systematic oversight and control program of its own to 

of the Loss check on the effectiveness and accuracy of the loss adjustment activities 

Adjustment Process of reinsured companies. Until August 1986, it primarily relied on the 
reinsured companies to police themselves. Officials from each of the 

Are Ineffective reinsured companies we reviewed told us that such a system was in 
place. However, the results of our claims review in chapter 2 demon- 
strates that excessive errors are occurring and the reinsured companies 
oversight and control systems are ineffective in precluding the process- 
ing of erroneous claims. 

Company Guidance to 
Adjusters 

The written procedures and guidance the reinsured companies provided 
to loss adjusters appears to be adequate. All the reinsured companies 
included in our review told us that they use loss adjustment procedures 
and methods approved by FCIC. They use rates and rules manuals pub- 
lished by the Crop-Hail Insurance Actuarial Association (CHIAA 1, a 
clearinghouse for the crop insurance industry, and crop and field opera- 
tions handbooks published by the National Crop Insurance Association 
(NCW), a crop insurance industry association. One of the companies pub- 
lished its own handbooks, patterned after similar FCIC guidance. In addi- 
tion, another company developed and used supplemental material to aid 
adjusters on setting up appointments with growers and conducting field 
inspections. We noted that the manuals and handbooks used by the com- 
panies were nearly identical to similar resources published and used b) 
FCIC. 

Company Provided 
Training 

Although the training the reinsured companies told us they provide to 
loss adjusters appears to be reasonably adequate, improvements could 
be made by patterning the companies’ training programs after FCIC’S 

program for its adjusters. All the companies told us that their adjusters 
had received training in the loss adjustment process. They said the 
adjusters are provided either in-house classroom and field training. or 
participate in NcL4-sponsored training. Several companies stated that 
they use both in-house and NCIA training resources. 

The companies said that they hold training sessions several times each 
year. The training includes both general information about the cr( )p 
insurance program and specific information about how to adjust claims 
on specific crops. In addition to the classroom training, we were told 
that loss adjusters are given on-the-job training under the supemlslon of 
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fully qualified loss adjusters. One company also told us that many of its 
adjusters formerly worked for FCIC; thus, trained adjusters are obtained 
without incurring additional training costs. 

Companies’ Reviews of Each of the 12 reinsured companies included in our review stated that 
T,-- Adjustment Activities they had a quality control process for claims adjusted by their employ- 

xL L ,xonsistent and ees. The review consists of (1) checking to see that alI the necessary 

Inadequate forms are present and properly completed, (2) verifying computations, 
and (3) ensuring that information on the claim is consistent with sup- 
porting production and appraisal worksheets. 

We were also told by several of the companies that claims may be scruti- 
nized by other pre-payment and post-payment reviews; however, we 
found no uniformity or consistency in the number and type of reviews 
made between the companies. For instance, 

l One company stated that all claims larger than $25,000 are audited 
prior to payment; this includes independent verification of acreage and 
production, and documentation of all adjustment determinations. 

l One company said that supervisory reviews are required prior to paying 
claims of over $20,000. 

l Two companies stated that they exercise oversight and control over the 
work of both their agents and adjusters. However, the controls of one of 
the companies did not include systematic reviews of the accuracy of 
claims adjusted by each adjuster. 

. One company told us that 5 percent of all claims is audited by a claims 
supervisor. This involves a total reworking of the claim and includes vis- 
its to the field. If the supervisor finds an error on a claim, he then will 
check that adjuster’s future work until he finds that the adjuster can 
work a claim without error. At that point, the supervisor returns to 
auditing 5 percent of all claims. 

l One company stated that its goal is to audit 10 percent of all claims. 
However, the goal cannot be met because of the large number of clanns 
processed. In addition, the results of the audit are not documented. 

Despite these efforts, as demonstrated by our findings in chapter 2, the 
oversight and control systems used by the reinsured companies included 
in our review were inadequate to preclude an error rate of 95 percent, 
an overpayment rate of 31 percent, and the processing for payment of 
claims with errors so blatant as to appear intentional. 
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FCIC’s Oversight Over As we discussed in chapter 3, although we found errors on the claims 

Master Marketer 
Claims Is More 
Effective 

adjusted by Fcrc-supervised contractors, they were not as numerous nor 
nearly as costly as those we found on the claims adjusted by the rein- 
sured companies. We believe that this is because KIC exercises direct 
and more effective oversight and control over the quality of the loss 
adjustment process for master marketers claims. 

FCIC Guidance to Its 
Adjusters 

F’CIC is responsible for adjusting losses on all master marketer claims. To 
do this, they contract with professionally certified loss adjusters. FCIC 
provides its loss adjusters with specific guidance for adjusting claims. 
One of the most important FCIC guides is the field operations loss adjust- 
ment manual, which includes procedures for (1) determining the appli- 
cant’s eligibility for crop insurance, (2) preparing revised acreage 
reports and reports of crop loss or damages, and (3) completing field 
loss adjustments. The manual also describes the responsibilities and 
authority of adjusters. Another important tool FCIC provides its loss 
adjusters is crop handbooks that describe appraisal methods for each 
type of crop and provide the adjusters instructions for completing FCIC 

appraisal worksheets. The adjusters use the crop handbook in conjunc- 
tion with the loss adjustment manual. The manuals and the handbook 
are similar to the guidance provided by reinsured companies. 

FCIC Training for Loss 
Adjusters 

During the period when the claims we reviewed were adjusted, the train- 
ing that FCIC contract adjusters received was in two phases. Phase one, 
consisting of 40-80 hours of classroom training, covered general policy 
provisions and actuarial tables. Upon completion of this phase, the 
adjusters were tested for certification. A minimum test score of 70 per- 
cent was required to complete phase one. Phase two consisted of super- 
vised on-the-job training for 1 year. after which the adjusters were 
allowed to perform loss adjustments on their own. These “solo” adjust- 
ments were subjected to reviews by KIC quality control supemisors. 

Beginning in 1986, FCIC emphasized training for adjusters more than pre- 
viously. A score of 70 percent or higher on the loss adjustment examina- 
tion is still required to qualify for certification. Then, for the first year, 
generally four or five reviews are performed on new adjusters by qual- 
ity control reviewers. 

To become certified, adjusters must adjust four consecutive cla1m.s on 
two different crops (a total of eight) without any major or procedural 
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errors. A maximum of three minor errors, such as mathematical miscal- 
culations, are allowed. Aausters can lose their certification for a partic- 
ular crop if they make two or more major errors on two consecutive 
claims. To regain their certification, the loss adjustment cant ractor I L.(C) 
must again go through on-the-job training and accurately work four con- 
secutive claims for that crop. 

New adjusters also receive updated training courses as determined nec- 
essary by FCIC District Directors. These courses are generally 2 or 3 days 
in length and focus on problems specific to the FCIC District. 

FCIC Oversight of Loss 
Adjusters 

In contrast to reinsured companies, ITIC has a more comprehensive and 
rigorous program of quality control over the loss adjustment process. 
Basically, the more errors an aauster makes, the more rigorous is RX’S 
oversight. Among the objectives of the program, according to FCIC’S qual- 
ity control handbook, are to 

l determine whether certified loss adjusters are performing their work in 
accordance with FCIC’S policies and procedures; 

. determine the need for further training and evaluate the quality of 
training provided to all field personnel; 

l determine whether aausters can use facts and sound judgment for accu- 
racy and consistency in all determinations, yet maintain satisfactor?, 
working relationships with the insured; 

. assure uniformity of work among individual adjusters; and 

. assure that producers fulfill their responsibilities according to the terms 
of the insurance agreement. 

The quality of work performed by adjusters is scrutinized by FCK qual- 
ity control reviewers. Review of an acijusted claim can occur at any of 
three levels: 

l Level one: One out of every 10 claims aausted by each LAC is revlewed 
by a quality control reviewer until 3 consecutive claims are found to be 
acceptable. Then, the actjuster’s work is reviewed using level two c’nte- 
ria. However, if two maor errors are found, the adjuster is decertlfled 
for the particular crop, his/her wages are reduced, and he/she must 
undergo additional on-the-job training until recertification requircmcbnts 
are met. 

. Level two: One of every 20 claims ac(justed by each adjuster is re\.lc*wed 
by a quality control reviewer until 3 consecutive claims are found 
acceptable. If two maor errors are found, the loss duster’s work IS 
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scrutinized more closely, again using level one criteria. If the review dis- 
closes no errors, the loss adjuster’s work is reviewed using level three 
criteria. 

. Level three: One of every 30 claims adjusted by each loss adjuster is 
reviewed by a quality control reviewer until the end of the crop year or 
a major error is discovered. If two major errors are found, closer scru- 
tiny using level two criteria will be required. 

If errors are found during the quality control reviews, quality control 
reviewers are instructed to rework the claims by, when necessary, visit- 
ing the field, talking to the insured, and checking production at grain 
elevators/processors. FcIc requires quality control reviewers to prepare 
corrected claims for underpayments of more than $25 or overpayments 
of more than % 125. 

FCIC Does Not Screen In addition to FCIC having more comprehensive and rigorous quality con- 

peinsured Claims for 
trol requirements for master marketer claims than for reinsured com- 
pany claims, we found one particular control mechanism that FCIC does 

Obvious Errors not use for reinsured company claims that could have prevented mil- 
lions of dollars in questionable payments. Specifically, we found that for 
policies sold by master marketers, FCIC screens all claims prior to pay- 
ment by running a computerized check to identify obvious errors. How- 
ever, FCIC has chosen not to do this for reinsured company claims. We 
found that if such a screening process had been used in crop years 1984, 
1986, and 1986, FCIC would have questioned at least $17.9 million in 
potentially erroneous claims. 

During our review of reinsured company claims, we found that a soy- 
bean grower in Mississippi was paid $68,439, less a deduction for the 
premium due, for a claim where drought was shown as the cause of loss. 
However, the farm was operated using a full irrigation farming practice. 
Contrary to F~IC policy disallowing drought as an uninsurable cause of 
loss on an irrigated farm, the claim was paid. This situation occurred on 
eight of our sample claims. 

As a result of our experience with the claims in our sample, we decided 
to determine the frequency that the error may have occurred on other 
claims for both reinsured companies and master marketers by running a 
computerized check on all payment files for crop years 1984. 1985, and 
1986. Specifically, we programmed the computer to check for all 
instances where claim payments were made showing drought as the 
cause of a loss on irrigated farms. We found that this error frequently 
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occurred on claims adjusted by reinsured companies but did not occur 
on claims adjusted by FIX. We also found that FCIC could have easily 
prevented this from occurring. 

RX’S inadequate screening of reinsured company claims has resulted in 
millions of dollars of questionable payments. Reinsured companies pro- 
cess and pay claims, and submit the claim data to CHLAA. CHLU collects 
the claim information and prepares a computerized data tape that is for- 
warded to FCIC each month. FCIC uses the tape, which contains the name 
of the insured, policy number, and the indemnity due, to reimburse the 
reinsured companies for the claims they paid. Importantly, there is no 
supporting documentation submitted with the data to aid FCIC in verify- 
ing the validity of the claim. As a result, prior to paying reinsured 
claims, FCIC does not know whether the claim is legitimate or not. Details 
about the specific elements involved in adjusting the claim, such as the 
particular farming practice, the farm’s risk factor, and the cause of loss, 
are not submitted by CHLU to FUC until the end of the year. Although 
the year-end tape includes detailed data on alI claims, crops, companies, 
and states, by that time the claims have already been paid. Moreover, 
we found no evidence that ~clc uses the yearend tapes to determine 
that the claims were warranted or accurate. We analyzed the year-end 
tapes for 1984,1986, and 1986 to determine the extent of FCIC payments 
on claims where drought was the cause of loss on irrigated farms. We 
found that for the 3-year period, $17.9 million was paid on 3,846 rein- 
sured claims in this category. 

In contrast, for its own master marketer claims, FCIC has a control in 
place that helps preclude erroneous payments of this type from occur- 
ring. AR master marketer claims are processed through FCIC’S operatrons 
office in Kansas City. Prior to payment, these claims are routinely 
screened by computer to make certain all the claim information is pre- 
sent and in order. For example, the computer ascertains that the crop 
insured is an eligible crop in that location, the price election and the 
practice are eligible, and the arithmetic in the calculation of the claim 
amount is correct. Master marketer claims showing loss by drought are 
rejected by the computer if drought is shown as the cause of loss on 
acreage farmed under an irrigated practice. We found no errors mvolv- 
ing an uninsurable cause of loss on the master marketer claims we 
reviewed. 

FCIC also could perform computerized audits prior to paying reinsurance 
claims. To do this, of course, FUC would have to require the reinsured 
companies to submit all the supporting claim information needed to D’IC 
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to use in its screening process. FCIC would then be able to identify, for 
example, the kind of errors we identified. 

FCIC Has Only KIC reliance on reinsured companies has grown each year since 198 1, 

Recently Begun to 
when FCIC first began using reinsured companies, to 1986, when rein- 
sured companies accounted for about 80 percent of all crop insurance 

Systematically Review sales. However, FCIC management has only recently responded to the 

the Operations of increased use of reinsured companies by establishing an organizational 

Reinsured Companies 
unit to systematically monitor the effectiveness of the loss adjustment 
activities of reinsured companies. FCIC has taken other administrative 
actions that should improve its oversight and control. Despite these ini- 
tial improvements, we believe that much more needs to be done. 

FCIC Has Created a 
Compliance Division to 
Monitor Reinsured 
Companies Activities 

Until August 1986, when FCIC established a compliance division, FCIC had 
no systemic way of monitoring the loss adjustment activities of the rein- 
sured companies. Previously, FCIC had only performed sporadic reviews 
of insurance claims primarily as a result of whistle-blower complaints. 
The compliance division provides FCIC with the means to systematically 
review the loss adjustment activities of the reinsured companies. 

The compliance division is only now in the process of becoming fully 
operational. As of October 14, 1987, it has 32 full-time staff and 6 tem- 
porary staff members, including support staff. According to FCIC the 
staff allocation for fiscal year 1988 is 60 positions. The division’s hand- 
book indicates its objectives are to 

. determine if companies are conforming to the reinsurance agreement 
and with FcIc-approved policies and procedures; 

. determine that premiums, liabilities, and indemnities computed by the 
reinsured companies and reported to FCIC are accurate; 

. ensure that reinsured company loss adjustments conform to FIT- 
approved policies and procedures; and 

. provide reinsured companies with assistance in handling suspecttd 
fraudulent claims. 

To date, the compliance division has initiated reviews on its own and 
has initiated reviews on the basis of whistle-blower complamts from 
reinsured companies, farmers, other USDA agencies, and other ft+ral 
agencies. The results of its work, similar to our own, have shown that 
reinsured companies are not adjusting losses accurately and c)vc~-~ay- 
ments are occurring. 
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It is important to also point out that we could not determine the total 
number of cases reviewed by the compliance division, the total amount 
of overpayments identified, or any remedial actions taken. FCIC has not 
developed a system to track the status of cases or the recovery of over- 
payments identified by the compliance division, OIG, or us. Further, this 
situation exists even though FCIC can collect overpayments, plus interest, 
from the reinsured companies under the Standard Reinsurance 
Agreement. 

FCIC has also taken some actions based on compliance work, but it has 
been erratic. Overall, we found no consistent pattern of action by FCIC, 
nor could FCIC provide us any criteria describing when actions are war- 
ranted against poorly performing companies or individual claims. 

Some cases reviewed by the compliance division have been referred to 
the Department’s Inspector General for criminal investigation. In addi- 
tion, KIC suspended one company from writing crop insurance policies 
because the company lacked oversight and control over its reinsurance 
activities. In its letter to the reinsured company in December 1986, FCIC 
stated that the scope of the problems found involving the company’s 
loss adjustment activities, in both quality and quantity, indicate a com- 
plete lack of business integrity. Among others, FCIC cited the company 
for the following violations of FCIC policy and the terms of the reinsur- 
ante agreement: 

l The company instructed its loss adjusters not to keep proper documen- 
tation on claims and to allow losses on claims that normally would be 
uninsured. 

. The company used procedures not approved by FCIC and used forms that 
did not meet FCIC and industry standards. 

. The company paid questionable claims with little or no verification. 
l The company failed to validate the insured’s interest or share and 

whether required planting dates were met. 
. The company did not properly train its loss adjusters. 

Coincidentally, this reinsured company is one of the companies that 
adjusted claims included in our sample. We found that 37 of our 38 sam- 
ple claims adjusted by this company were adjusted improperly and were 
overpaid by more than $1 million. 

After a hearing during which the company promised to improve its 
oversight and quality control, FCIC reinstated the company to continue to 
write crop insurance policies. However, FCIC informed the company in 
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February 1987 that unless overpayments were refunded to KIC by June 
1, 1987, the reinsurance agreement would not be renewed for 1988. 
When the company did not make most of the repayments on June l? FCIC 

demanded approximately $606,000 within 15 days or FCIC would offset 
the amount from payments due the reinsured company plus interest. 
The company delayed any FCIC action when it claimed to have new and 
additional information in support of the payments rejected by WC. 
However, by September 30, 1987, the company adjusted its accounting 
records to reflect that it owed FCIC about $600,000. As of October 14, 
1987, FCIC had not renewed the reinsurance agreement with this 
company. 

Compliance division reviews have also identified other significant prob- 
lems, such as overpayments on specific claims and loss adjustment 
improprieties by specific companies. However, FCIC has taken no action 
or has been slow to act. For example, in the case of one reinsured com- 
pany, the compliance division found overpayments totaling $252,908 on 
10 of 11 claims. Yet, F~IC has taken no action to discipline the company 
or to suspend the adjusters. In addition, FCIC has been slow to recover 
the overpayments. On another case, the compliance division found that 
the reinsured company agent was involved in possible forgery and other 
discrepancies on policies, which could have resulted in up to $895,000 of 
questionable payments if all policies led to claims. FCIC had the agent 
debarred but has taken no action to determine how much of the 
$895,000 was in fact overpaid. 

FCIC Has Cited Progm 
Changes to Establish 
Oversight and Control 

n In response to our testimony on loss adjustment problems in the crop 
insurance industry before the House Subcommittee on Conservation, 
Credit, and Rural Development, on April 29, 1987, the Manager, KIC, 
identified several changes to improve the effectiveness and integrity of 
the program.’ In addition to establishing the compliance division, these 
include 

. establishing an Assistant Manager for Program Administration, respon- 
sible for administering the reinsurance, master marketing, and compli- 
ance branches; 

. publishing minimum guidelines for the loss adjustment, supervision, and 
training programs; 

ISee R~w&,s of GAO’s Relqew of the Department of Agricukure’S Federal crop ~IWJJWW wm 
(GA-T-18). 
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. publishing new requirements to assure that companies determine yields 
for guarantee purposes according to procedure; and 

l taking action against continuously negligent companies by denying 
renewal of reinsurance agreements to such companies. 

If these program changes are implemented as planned, we believe that, 
in addition to compliance division efforts, they will help to overcome the 
problems we found during our review. 

Agency Comments and In commenting on this chapter, FCIC cites our findings and acknowledges 

Our Evaluation 
that loss adjustment and quality control processes by reinsured compa- 
nies have not been properly implemented. FCIC also acknowledged that 
in the past it has not monitored reinsured company compliance with 
standards. Instead, FCIC depended on the companies’ fidelity to FCIC poli- 
cies and procedures to assure that claims were adjusted correctly. On 
the basis of our findings, as well as those of others, FCIC has recently 
taken steps to improve its oversight of reinsured company activities to 
overcome the kind of problems we identified. 

FCIC identified four steps it has taken in this regard. Specifically, KIC 
has (1) established the Office of Program Administration which does 
FCIC’S reviews of companies’ operations and includes the compliance 
division, which has become fully operational, (2) published guidelines 
and recognized standards for reinsured companies to follow in the loss 
adjustment process and incorporated these into the 1988 Standard Rein- 
surance Agreement between FCIC and the reinsured companies, (3) pub- 
lished new requirements to assure that reinsured companies determine 
yields for guarantee purposes according to procedure, and (4) issued 
guidelines to improve the quality of reinsured company loss adjusters’ 
training and certification programs. I-, KIC noted that this 
year, the private industry loss adjustment trade association (National 
Crop Insurance Association) has placed increased emphasis on adjuster 
training and proper claims supervision by the companies. 

The steps identified by FCIC, if and when fully implemented, should help 
improve the quality of the loss adjustments performed by the reinsured 
companies as well as the effectiveness of the oversight done by F-TIC’S 

compliance division. However, two points need to be made about FCIC’S 

comments in this area. 
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The first point deals with the impact the noted actions will have on 
actually improving the quality of loss adjustments performed by rein- 
sured companies. The second point deals with the extent of the compli- 
ance division’s staffing. 

The impact of the actions cited by KIC depends on whether they are 
implemented effectively. The reinsured companies need to embrace the 
guidelines and standards provided by FCIC and make sure that they are 
used by all loss adjusters and supervisors. In addition, mc needs to 
assure that this happens through its compliance division. Further, it 
should also be noted that each of the actions cited by FCIC has been rec- 
ognized in the text of the report. (See ch. 4, pp. 38 and 39.) 

Regarding compliance division staffing, one important point needs to be 
made regarding FCIC’S statement that its program for conducting “spot 
check” reviews of the operations of reinsured companies by its compli- 
ance division is fully operational. The compliance division was allocated 
40 staff positions for fiscal year 1987, and this authorized staffing level 
increased to 60 staff positions for fiscal year 1988. FCIC acknowledges 
that it currently has only 31 staff people in the compliance division and 
that FCIC is now trying to fill the remaining 9 positions. To the extent 
FCIC’S compliance division is not yet fully staffed, effective oversight of 
reinsured companies is hindered. 

Another comment made by FCIC on the matters discussed in this chapter 
of the report involves the tone of the presentation. Specifically, FCIC 

commented that the tone of the report implies that FCIC should be giving 
more oversight attention to reinsured companies’ fidelity to procedures 
rather than to operational processes. Accordingly, FCIC commented that 
in only one instance in the report-where we discussed its procedures 
for recovering overpayments-do we allege that procedural require- 
ments are faulty. And, as mentioned previously, FCIC stated that it has 
made some changes in this area to improve its process for recovering 
overpayments. 

Conceptually, we agree with FCIC’S point that oversight activities should 
focus on monitoring operational processes rather than companies’ fidel- 
ity to procedures. In this regard, we endorse FCIC’S approach in moving 
more toward that kind of oversight program. However, we do not agree 
with FYX’S narrow characterization of what our report does and says 
about the problems we identified. FCIC asserts that we only identify one 
procedural problem, when, in fact, we identified several. For instance, in 
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addition to the problems we identified with FCIC’S procedures for recov- 
ering overpayments, we identified problems with FCK’S procedures for 
assuring that its process for identifying obvious errors in overpayments 
was effective. We also observed problems with its procedures for deter- 
mining when and what actions should be taken against poorly perform- 
ing companies. Further, regardless of FCIC’S or our interpretation of 
what oversight should or should not be, we found serious problems with 
the loss adjustment practices of reinsured companies resulting in mil- 
lions of dollars in overpayments. As a result, we identified several fac- 
tors which we believe contributed to this problem. FCIC can and should 
correct the problems whether the correction involves monitoring the 
processes of reinsured companies or assuring their fidelity to 
procedures. 
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Conclusions During the 1982-86 period, indemnities totaled about $3 billion and pre- 
miums $2 billion. The trend in sales has been steadily toward greater use 
of reinsured companies to the point that about 80 percent of all sales in 
1986 were made by reinsured companies. In 1987, the proportion of 
sales handled by the reinsured companies is expected to increase to 
about 90 percent. 

At the same time that FCIC moved toward the increased use of reinsured 
companies, it also relinquished many of its own stewardship responsibil- 
ities, both fiscal and programmatic, to the reinsured companies. In fact, 
until 1986 FCIC chose to have minimal oversight and control over the 
activities of the reinsured companies even though it was paying for most 
of the losses they generated. 

The result of FCIC’S lack of oversight and control has led to millions of 
dollars in overpayments made by reinsured companies, most of which 
were funded by KIC. While we looked at a sample of claims for only 
three crops in five states the consistency and frequency of the errors 
we found-along with the lack of a systematic program for o\.ersight 
and control-leads us to believe that the problems identified are sys- 
temic nationwide. From this we can conclude only that KIC’S current 
approach in dealing with the reinsured companies is not working. 

If KIC is to continue to entrust basic programmatic and fiscal responsi- 
bilities to the reinsured companies, it cannot continue to take a “hands 
off” approach toward the activities of these companies as it has largely 
done since 1981. This is particularly so since, for the most part. the 
losses on the crop insurance policies written by the reinsured companies 
are paid by FCIC, which in turn has been operating at a deficit over the 
last several years. 

In our opinion, the 31-percent overpayment rate that we found on 
claims adjusted by reinsured companies versus the l-percent overpay- 
ment rate on master marketer claims clearly demonstrates a need for 
increased KIC involvement in the activities of reinsured companies Cer- 
tainly, the establishment of the FCIC compliance division is a positive 
development. In addition, the other actions taken and planned by the 
FCIC Manager should help. However, we believe much more remains to be 
done. FCIC needs to establish more effective requirements for reinsured 
companies to use in training their adjusters and for establishing 
improved quality control practices within the companies. As the results 
of our work show, the best way to do this would be to pattern these 
requirements after those now being used by KIC in its own adjustmtlnt 
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of master marketer claims. Further, FCIC needs to take additional steps 
to (1) systematically review the loss adjustment programs and practices 
of the reinsured companies and (2) establish a computerized audit or 
screening to acquire control over the validity and accuracy of the claims 
data provided to it by the reinsured companies. 

Further, to deal with the overpayments that have been identified during 
our review and that may be identified by the compliance division or 
others at some future time, we believe FCIC needs to establish a system- 
atic method to ensure that overpayments identified are repaid, with 
interest where appropriate. Along these same lines, FCIC needs to estab- 
lish a process for determining when and what administrative actions 
should be taken against reinsured companies found to be performing 
poorly. Finally, regarding the $17.9 million in claims paid on irrigated 
farms for a drought-inflicted loss, FCIC should make a detailed analysis 
of the claims to determine how much of these moneys should be 
recovered. 

Recommendations to 
the Secretary of 
Agriculture 

In order to improve the quality of the loss adjustment practices of rein- 
sured companies, we recommend that the Secretary of Agriculture 
require the Manager of FIX to develop and publish the guidelines now in 
process for improving the quality of the loss adjustment activities of 
reinsured companies and the associated training programs for their loss 
adjusters. In doing this, the Manager of FCIC should require that rein- 
sured companies pattern their loss adjustment programs-including loss 
adjuster training and supervisory quality control reviews-after the 
more comprehensive and rigorous programs now used by FCIC for claims 
it adjusts on policies sold by master marketers. 

In order for FCIC to acquire the needed financial and programmatic over- 
sight and control over the loss adjustment activities of reinsured compa- 
nies, we recommend that the Secretary of Agriculture require the 
Manager of FCIC to 

l Implement a comprehensive and systematic monitoring and evaluation 
program by FCIC’S compliance division to ensure that the uniform stan- 
dards set forth by KIC are being followed. FCIC’S evaluation of the effec- 
tiveness of company activities should include readjusting a sample of 
claims to determine whether loss adjustments are being performed 
accurately. 

l Require reinsured companies to submit documentation to FCIC in support 
of each payment request at the time the request for payment is made to 
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help ensure that payments by FCIC are accurate and justified. FCIC should 
then verify the information submitted using a statistical sampling 
approach. This process should be used until FCIC fully implements the 
kind of control system referred to in the preceding recommendation. 
Once FCIC implements a comprehensive and systematic monitoring and 
evaluation system, there would be no need for FCIC to continue receiving 
the supporting documentation on all claims. 
Establish internal controls, such as a computerized audit or screening, 
over reinsured claims prior to payment to ensure that the claims do not 
contain obvious errors. These controls would be similar to the controls 
FCIC has now on master marketer claims. 
Establish guidelines for determining when and what administrative 
actions to take against reinsured companies that do not follow FCIC’S 

standards or that continue to adjust claims improperly. 
Establish a systematic process for determining whether identified over- 
paid claims have been repaid to FCIC, with interest where appropriate. 
Require repayment by reinsured companies of the $3 million in overpaid 
claims we found, in accordance with the terms of the reinsurance 
agreements. 
Determine how much of the $17.9 million in payments where drought is 
shown as a cause of loss on irrigated farms is erroneous and pursue col- 
lection of that amount. 

Agency Comments and In commenting on the conclusions in this chapter of the report, FCIC 

Our Evaluation 
agreed with our conclusion that the problems we identified in this report 
are systemic. However, FCIC also stated that the master marketer loss 
adjustment activities have contributed to its deficit operations as well as 
the loss adjustment activities of reinsured insureds. 

While FCIC’S comment is correct, our work focused on the reinsured com- 
panies because at the time of our review the reinsured companies did 80 
percent of all crop insurance business and were expected to do 90 per- 
cent of this work in 1987. This, combined with the fact that we found a 
31-percent overpayment rate on claims adjusted by reinsured companies 
and only a l-percent overpayment rate on claims adjusted by FCIC, led us 
to conclude that the reinsured companies, not the master marketers. 
were a greater factor in contributing to FCIC deficits. We still believe this 
conclusion is merited. 

Further, FCIC disagreed with our conclusion regarding the need to 
develop a systematic approach for recovering identified overpayments. 
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Specifically, FCIC commented that it does have a systematic method of 
recovering overpayments. 

While FCIC disagrees with our conclusion regarding the need to develop a 
systematic approach for recovering overpayments, FCIC’S comments do 
not seem to support its disagreement. Specifically, on page 8 of its com- 
ments (see p. 62, app. V) FCIC states that procedures are now being for- 
malized for the systematic tracking and collection of overpayments. 
Also, KIC states that it is now developing a tracking system to provide 
it, among other things, with information on the status of overpayments, 
recoveries, and follow-up actions. Further, during our review we dis- 
cussed this matter with the heads of the Office of Program Administra- 
tion and the compliance division. These officials are the cognizant 
individuals for this aspect of FCIC’S operation. Neither official could pro- 
vide us with the status of FCIC’S efforts to recover identified 
overpayments. 

Regarding our proposed recommendation that reinsured companies be 
required to submit documentation in support of each payment request to 
FUC, FCIC commented that since it has already implemented a systematic 
and comprehensive monitoring and evaluation system for reinsured 
company compliance, there is no need to require that individual claims 
files be submitted for review. Further, FCIC stated that such a require- 
ment would be prohibitively expensive since in 1986 there were over 
84,000 loss claims. According to FCIC, reviewing documentation in sup- 
port of each of these claims would increase personnel costs by an esti- 
mated $2 million and would also result in logistical and storage cost 
problems. 

In the last several months FIX has made significant progress in estab- 
lishing and implementing a more comprehensive and systematic mom- 
toring and evaluation system for overseeing the activities of reinsured 
companies. During this time, FCIC has begun to focus its compliance divi- 
sion’s efforts more on reviews of company operations and loss must- 
ment. KIC expects that it will complete these reviews for all reinsured 
companies during the fall of 1987. 

While FCIC has made progress in establishing and implementmg better 
oversight, we have not changed our proposed recommendations bevause 
FCIC has not yet implemented the kind of systematic and comprehensive 
monitoring system envisioned by our recommendation. Accordmg to a 
program official, the kind of monitoring work FCIC has done to date and 
is expected to complete in the fall of 1987 does not focus on the 1~ 
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adjustment process. The approach taken by FCIC has been to look at dif- 
ferent aspects of company operations for each respective re\.ie\.s. In 
light of the findings in our report, as well as others, we be1ieL.e the F~~IC 

needs to focus its work on getting the loss adjustment process under con- 
trol. To do this, FCIC needs to specifically examine the loss adJustment 
process for each company. Until this is done and FCIC satisfies itself that 
the loss adjustment by reinsured companies has improved and is consis- 
tent with FCIC requirements, FCIC should require the reinsured companies 
to submit supporting documentation with each claim so that F(.‘K c:ould 
verify their validity and accuracy. 

In addition, regarding FCIC’S point that such an approach would be too 
expensive and would cause logistical and storage cost problems;. we dis- 
agree. As our recommendation states? there is no need for FYX‘ to review 
all of the more than 84,000 claims submitted. FCIC can verify the accu- 
racy and validity of the claims using a statistical sampling approach. 
This would cut down significantly on the personnel costs. &tid. ivhlle 
FCIC is correct in that the approach we are recommending would proba- 
bly prompt some logistical and storage problems, the problems ir.ould be 
only temporary. Moreover, it seems to us that this approach would be 
far cheaper than the current approach-where 95 percent of the c:laims 
we reviewed had errors resulting in an overpayment rate of :3 1 percent. 
In the 134 reinsurance claims we reviewed for this report, we ldcntlfied 
overpayments of over $3 million. In light of the monetary significance of 
our findings, we believe that the temporary logistical and storage prob- 
lems KIC would experience would be more than offset by the In(:rcased 
savings that would accrue from its more effective oversight .\s a result, 
we see no need to revise our recommendation on this; we belwx~ It still 
has merit. 

FCIC also commented on our recommendation on the need to txabllsh 
internal controls to ensure that claims do not contain obvious c:rrIu-s. 
Specifically, FCIC commented that we seem to assume that F-I-D hL\ done 
nothing in this area, when KIC insists it has. 

As our report demonstrates, FCIC does not have computerized c,l,ums 
checks for reinsured company claims as it has for master marhcbrlbr 
claims. This was demonstrated by the fact that we found $17 ! J mlllwn 
in claims paid for drought on irrigated land-a condition that I* 1 !r( bhib- 
ited by FCIC policy. This would not have occurred if FCIC had AI) Inrtbrnal 
control check, such as a computerized screening process, that ~011ld 
have caught the errors before claims were paid. In contrast. H t’ 11 Ilmd 
that such checks were in place for master marketer claims ( )f I r 1 I 11 nt in 
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making the recommendation is to encourage FCIC to perform checks that 
would preclude obvious payment errors prior to payment. We did not 
review all of the edit or screening checks referred to by FCIC in its com- 
ments. Nonetheless, it is clear they are not sufficient; otherwise, the 
$17.9 million would not have been paid before the claims were fully 
evaluated. 

Regarding our final recommendations-dealing with administrative 
actions against poorly performing companies, developing a tracking sys- 
tem for recovering claims overpayments, requiring the repayment of 
overpaid claims by reinsured companies, and determining whether the 
$17.9 million in payments made for drought on irrigated land is legiti- 
mate--r;u=rc commented that it either plans to act or is in the process of 
acting on each recommendation. 
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Additional Examples of Reinsured Claims 
Where Program Eligibility Was Not Met 

Example C. A soybean grower in Oklahoma insured two farms in sepa- 
rate counties. Because the farms were in different counties, a separate 
policy for each farm was required by FCIC. Claims on both policies 
showed no harvested production and appraised total potential produc- 
tion of only 319.5 bushels. As a result, the insured was paid $12i’,619. 

We found, however, that the insured had no insurable interest in either 
property. The producer, who was also the reinsured company’s agent, 
told us that he operated the two properties but that he had insured the 
properties in his father’s name so that, in the event of an indemnity pay- 
ment on either or both policies, he could avoid paying two court-ordered 
judgments against him. However, FUC policy is clear on the issue of 
insurable interest. The insured must have an insurable interest in the 
crops, or no insurance coverage can be provided. Since the policy was in 
the name of the producer’s father, who had no insurable interest in the 
crops, the entire indemnity of $127,6 19 was an overpayment. 

The reinsured company manager in this case disagreed that the indem- 
nity was an overpayment and stated that the producer paid the rent on 
these farms and claimed the indemnity on his federal tax return. The 
manager also provided us with copies of cancelled checks for the rent 
paid by the producer to a bank and certain sections of the producer’s 
1985 tax return. We found, however, that the producer’s father neither 
owned nor rented the insured acreage and thus had no insurable interest 
in the crops. The claim payment is in violation of FCIC policy. 

Example D. A soybean grower in Mississippi was ineligible for insurance 
because the crop was not planted by the required date. In corljunction 
with the KIC loss adjustment experts, we determined that the insured’s 
land was not planted by the required date. In fact, the majority of the 
land had not even been tilled. Apparently, contrary to FCIC procedures, 
the agent did not ensure that the producer planted the crop by the 
required plant date. As a result, overpayments totaling $47,739 
occurred on the policies of the grower and the landowner, both of whom 
had insured their shares of the crop. 

We learned this because the county ASCS officer told us that he suspected 
that the farmer did not plant the soybeans by FCIC’S required plant date. 
We then had a certified agronomist review infrared slides taken 3 tveeks 
after the required date. The manager of the reinsured company dls- 
agreed with our findings and stated that LSCS procedure states that 
aerial compliance 35mm slides cannot be used as physical evidence of a 
crop. 
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We believe that our findings are valid. First, ASCS procedures sometimes 
differ from those of FCIC. Second, the ASCS procedure cited by the mana- 
ger pertains to accepting a late-filed acreage report and has no applica- 
bility to the last plant date under the FCIC program. The infrared slides 
we had analyzed proved that no crop had been planted for up to 3 weeks 
after mc’s required planting date. 
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Additional Examples of Reinsured Claims 
Where Production Guarantee Was Wrong 

Example C. X Mississippi soybean grower insured 926.8 acres using an 
irrigated farming practice that provided the highest per-acre guarantee 
and resulted in a total production guarantee of 19,622.4 bushels. K’e 
found, however, that 223.5 acres were farmed without irrigation, mak- 
ing the guarantee for those acres overstated. Further, we found that 
none of the acres, irrigated or nonirrigated, qualified for the highest per- 
acre guarantee because of evidence that the soil sample verifications 
required to qualify for the highest guarantee were not in the case file. 
(In 1984, FCIC required soil sample analyses to prove that the soil’s pH 
factor was high enough to warrant the highest guarantee). In cor\iunc- 
tion with the KIC loss adjustment experts, we determined that the cor- 
rect production guarantee was only 6,778 bushels after reducing all 
acres to the appropriate farming practice guarantee. Because the 
amount of actual production exceeded 14,000 bushels, no claim was 
warranted. The amount of overpayment in this case was $44,616. This 
figure represents the original indemnity of $34,525. plus the premium 
due of $10,091. 

In response to our findings on this claim, the manager of the reinsured 
company stated that on a visit to the insured’s farm in February 1987, it 
was observed that the farm was irrigated; therefore, the irrigated prac- 
tice used by the adjuster was correct. However, we do not believe that 
whether or not the farm is irrigated in 1987 is relevant because the 
claim was based on crop year 1984. Further, our determination that a 
nonirrigated practice should have been used to determine the guarantee 
on certain acres is based on ASCS acreage reports certified by the insured 
in 1984 showing that the acres in question were not irrigated. 

As to the soil tests issue, the manager stated that the required tests were 
made and provided us with copies of soil tests conducted in October 
1983 by a laboratory in Terre Haute, Indiana. This, however, conflicted 
with a statement from the insured who said that the soil sample was 
made by an exTension service in Mississippi in 1982. Because of the con- 
flicting statements, we did not have acceptable evidence that the 
required soil tests were made. 

Example D. In Oklahoma, a soybean grower received a loss payment of 
$71,876 in 1985. We found, however, that the claim was overpaid b) 
$16,450 because (1) the risk factor assigned to about 41 percent of the 
acres farmed was incorrect, (2) the total number of acres insured ~vas 
incorrect, and (3) all production from the farm was not counted by the 
loss adjuster. For simplicity, we are limiting our discussion to the error 
involving risk determination. 

Page50 GAO R(‘E3-M’: FCIC 



Appendix II 
Additional Example6 of lthmued claime 
Where Prodnctlon Guarantee Was Wrong 

The producer’s claim was based on 741 acres, all assigned a risk factor 
3, which meant that KIC’S production guarantee was 18 bushels per 
acre. However, we found that only 708.6 acres were farmed, and only 
418.8 of those acres should have been assigned a risk factor of 3. Of the 
remaining 289.8 acres that were farmed, 60 should have been assigned a 
risk factor of 2, with a production guarantee of 16.5 bushels per acre; 
164.8 acres should have been assigned a risk factor of 1, with a produc- 
tion guarantee of 13.6 bushels per acre; and 66 acres were unclassified 
and therefore uninsurable. Thus, on the acres actually farmed, the pro- 
ducer’s guarantee should have been 2,644.8 bushels less than was actu- 
ally guaranteed. The 2,644.8 bushels multiplied by the $6.50 per bushel 
price option resulted in an overpayment of $17,191. 

The manager of the reinsured company in this case agreed with our 
finding that the risk area assignment by the adjuster was not correct. 
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Actual Production Was Wrong 

Example B. A soybean grower in Mississippi received an indemnity from 
FCIC based on a production guarantee of 9,199 bushels and actual pro- 
duction of 5,468 bushels-a shortfall of 3,741 bushels. However, we 
determined that the insured had harvested additional bushels of soy- 
beans that the adjuster had not included in his actual production deter- 
mination and that he had farmed additional acres. We found 
documentation at the GCS county office that the insured had received a 
loan from ASS using his total harvested production as collateral. The 
additional bushels increased the total amount of actual production to 
24,426 bushels, and the corrected production guarantee increased to 
24,120 bushels. Because the amount of actual production exceeded the 
amount of production guarantee, no claim was warranted. The amount 
due back to FCIC, including the insurance premium, is $39,029. 

We are uncertain as to why most of the production from the insured’s 
farm was not counted by the adjuster. The Claims Supervisor for the 
reinsured company in this case agreed with our determination of the 
overpayment. 
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Resulti,of ,&view of Claims Adjusted by FCIC, 
by State and Crop 

State and crop 
California--araDes and raisins 

Total claim8 
Number Amount 

6 $34,672 

.-_.- ._- -- .- - 
Claim8 overpaid Claimr underpaid 
Number Amount Number Amount 

0 $0 2 $5,264 I 

Louisiana-soybeans 9 217,766 7 5,603 1 410 
Misslsslppl-soybeans 8 392,298 4 4.161 1 213 
Montana-wheat 8 1,023.904 4 12,638 2 374 
Oklahoma-soybeans 6 57.217 2 3,015 0 
TOtO1 37 S1,725,859 17 $25,617 6 $6,261 

Source: Our analysis of claims revlewed on pckcles sold by master marketers 
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Comments From the Federal Crop 
Insurance Corporation 

- 

Note GAO comments 
supplementing those in the 
report text appear at the 
end of this appendix. 

;\tcached .dre the commeilts df tne Federal irop Lnsurani? ICorpordclJn +‘m:IK’ ,r~l 
the Department *of ,A<ri<ulture on the subject report. 

FCIC wishes to note that the lmperdt ive to follow-up -on the ~drnt~r L,I 9~ L #n Ifi f 

recovery of overpayments requires specific case information whiih was 
indicated would be furnished, for use in this response, during the .3is:,J-.-.i ,.I 
wtth CA0 transmitting the drait report t’or comment on Julv 2Y. 193:. 

1% the basis of our earlier notice and review, and the general inf>,m.3t ~,~.n 
available in the report, we completed the review and served notice >n In c -? I 
the two companies responstble for d significant majority OF the alle.:+J 
overpayments. As soon as the case summdry information is received .jn the 

other company, and the remaining audits, we are prepared co expejitc CT,+ 
review and recovery process for other items as dppropridte. 

At tdchnent I 

Page 54 



Appendix V 
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See comment 1. 

See comment 2. 

Comments of the Federal Crop Insurance Corporation 
on the Draft Report GAO/RCED-87-179, Dated July 28, 1987 

GENERAL COMENTS 

As the Federal Crop Insurance Corporation (FCIC) noted in its oral testlmon:; 
on the preliminary report of the General Accounting Office (GAO) findings on 
the subject audit, more attention to oversight in general, procedural and 
programmatic, ban been a major thrust of FCIC management for nearly two 
years. We are now beginning to see progress in tighter management at all 
program levels, particularly in relation to financial reporting and control. 

With direction from the Congress, expansion of the program and the 
availability of insurance to producers were the major goale of the early 
1980s. As many familiar with this period recall, It vao not vithout 
significant problems for FCIC management that these objectives vere achieved. 
particularly vith regard to our ovn claims and rervice operations. Program 
changes, fine tuning, experimentation, and just plain learning kept all of us 
off center during these years. 

While FCIC management concedea many of the findings of the GAO in its review 
of individual cases, ve have a serious concern over tvo major lmpllcaclons 
contained in the Suwaary and underlying the tone of the report. 

The first is that the function of oversight involves participation in, or 
replication of, processes rather than q onltoriw for fidelity to procedure. 
In only one instance, that of recovery of discovered overpaments, does the 
report allege that procedural requirements are faulty. We have taken eteps, 
vlth the 1908 Beinsurance Agreement and various nev procedures, to address 
that issue. 

The recond major Implication about vhich ve are concerned is the repeated 
Inference that the errors dircovered vere so egregious as to suggest villful 
attempts to defraud. 

While fraud is a major concern of all insurance companies, and of federal 
prow-, ve believe that the predicates to allegations of fraud in the cases 
cited are not supported. That individual agenta, producerr, loss adjusters, 
and company management vould engage in such progrwanatically and 
geographically dirparate fraud is unlikely. We did discover, prior to the i~lj 
findings, a pattern of procedural neglect vhich characterized the operations 
of one company vhich led to a temporary suspension and continues to require 
specific monitoring. But it should be noted that, under current agreements, 
only the insured benefitr from a favorable 10s~ l djuatmsnt decision. With lu 
claims overright, the company not only loses premix (income) to pay 
indeamities (losses), it encouragea laxity on the part of loss l djurtera tilch 
ultimately vi11 -act on non-rubsidized operating funds of the companies. Aa 
ve noted in our earlier teatlmony, the lack of attention to internal ovcrrlgh: 
on the part of the companies is not l vidmce of an intent to defraud on the 
part of any claimant, adjuster, or company. 

- 
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See commerd 3 

See comment 4 

See comment 5. 

See comment 6 

COMMENTS ON STUDY PARAMETERS 

The GAO notes that the 92% rate of error discovered during the audit leads to 
the conclusion that those errors are systemic. Clearly the discovery of an 
error rate of 62% within the FCIC system lends credibility to such a 
conclusion. 

Hovever , ve might note that the comparison of the 31% overpayment rate for 
reinsured business with a 1X rate for FCIC should be cautiously used. A more 
Indicative comparison of payment levels vould require audits of claims of 
comparable value. 

With regard to these tvo points ve can make a crucial conxoent on the contents 
of the study. An analysis of the individual case revlevr made known to FCIC 
indicates that nearly 75% of the claims audited, comprising about 65% of the 
error8 and 75% of the overpayments detected, vere the responsibility of two 
companies. One of those companies, responsible for an ertimated 30% of the 
claimr’ errors, is the one identified in our earlier coaxwnta as the subject 
of disciplinary action by FCIC; the other, while not the subject of action 
prior to the GAO report, vi11 certainly coavnand special reviev as a result of 
these findings vhen case information Is received from GAO. 

Informal information on audit resultr on the remaining companies’ operations 
reveal that the dollar rate of payment error generally did not exceed 10% of 
indemnities paid. In tvo cases, the size of a single claim inflated the level 
of alleged overpayment and, in both of those cases, the company is strongly 
disputing the CA0 audit ffnding. While errors are regrettable, ve believe that 
there numbers, even without reconciliation of GAO-company disputes, indicate I 
much greater fidelity to fiscal accuracy in the claims procers than the GAO 
report implies. 

Crop insurance im a complex program, and FCIC vi11 continue to refine ltr 
oversight of reinsured company compliance through vrltten crap insurance 
procedure and l tendard Insurance industry claims practicem. We have embarked 
on that refinement, and have made significant progrcos in meeting our goals. 
While come measure of the effect should be dmonstrated in 1986 crop year 
activity, it is likely that the full effect of the actiona ve have taken vi11 
not be reflected until 1987 crop year operationm. 

FIPDIBGS 011 REIASIJlZED COKFANY OPERATIOAS 

In oral teatlmony ve noted that it vi11 be necessary for our compliance staff 
to reviev each of the claims audited by the GAO to reconcile the differences 
betveen GAO and individual company analyses. This activity, and the recovery 
of overpaymenta, vi11 proceed as rapidly as GAO provides l fficient case 
information on the claims audited. 

In deocrlbing the proceu of insurance sales end l emice ve believe the CA0 
report makes a fundamental error which ham a rignificant effect on the 
perception of veaknerr in the loss adjustment procera. In the section “FCIC’a 
Lorr Adjustment Process” it 18 rtated that “the loos l d.ju&ter ha8 Prime 
rerponsibility for determining the production guarantee, actual production, 
and the indsamity due on each claim.” 
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r 
The primary responslblllty for the determination of the production guarantee 
lies with the selling agent and the undervrltlng office. As the agent must 
assure that the policy provisions and acreage insured are appropriate to the 
individual situation, so must assurance be provided that the past production 
statistics are accurate and provable, that the appropriate practice is 
reflected, and that the location and classification of the land in question is 
accurate. This information is provided in the application and the acreage 
report and is the basis on vhlch the undervriting office (a company’s central 
office or the FCIC regional office) establishes premium and coverage. 

While placing responsibility for these actions with one element of the 
insurance delivery system rather than the other may secpl marginally important, 
it is crucial in establishing a correct sense of accountability and the 
parameters within vhlch a loss adjuster is normally expected to vork. The 
selling agent has the responslbllities enumerated above preclmely because this 
is the point of inrmediate contact vlth the inmured-- the source of most of the 
information and the person vho will have to pay the bill for the coverage. 

It is incumbent upon the loss adjuster to verify the Information. Only when 
an inconsistency or some irregularity 1s discovered lm it necemmmry to repeat 
the work the sales !gent hae already done. Some program changes, such as APH, 
have reduced the elements of information required for both agent and adjuster. 
The general reviev of the factors involved in establlmhlng the inmurance 
guarantee, the source of more than half of the errorm uncovered in the audit, 
mhould only reach the degree of verification outlined in the report vhen, as 
noted, a reason to question the policy coverage developm. 

Aa we note, thlm fact does not mhlft the need for oversi&t avay from the 
compmny . It does focum on the need for improving sales training and 
oversight, in both l ymtemm, in addition to enhancing claims reviev. It also 
makem clearer that the loss adjuster, whose task im complex enough vlth the 
l mtablimhmmt of actual yieldm, the verification of a covered cause of loss, 
end the calculation of indemnitiem vhlch are frequmntly complicated with 
quality l djumtamnts, mhould be able to rely on the inte&ty of the processes 
which have gone before. 

To illustrate further mome of the difficultlem in properly l ddremming audit 
quemtionm, GAO mmmumem, in a came listed under “Deterplinatlon of Production 
Guarantee” (Example 6) vhfch involves irrigated versus non-irrigated practice, 
that the entire claim im invalid and the entire Indemnity conmtltutem an over- 
payment. &I error apparently occurred here, but GAO’m mmmmption may mimmtmte 
the mudit conclumion. The FCIC Field Opermtionm Office Loom Adjustment Hanual, 
immued in 1984, which covers procedural poliep for lomm adjustment purpomes 
and vas furnished to the Reinsured Companies, directm thmt a claim vlth this 
type problmm be l djumted differently than GAO propores. The came cited doem 
not state that the producer had an irrigation l ymtmm in place mnd did not use 
it, but that it vmm mimreported am irritated w&en it vu non-irri&atd. 
Amm~ittg the lmtter im correct, FCIC procedure instructs the adjuster to 
factor down the production guarantee by dividiu the lover irriamted 
prmmitm-per-acre by the non-irrigated premium-per-acre, tbmn multiply the 
remult timer the per-acre guarantee. Specifically, FCIC reducer the 
production guarantee mnd l djumts the claim and the pruirrm mm non-irrigated. 
It does not dmny the entire claim. This came illumtratem the confumlon vhlch 
the clmimm process can engender, since in other revievm the CA0 l uditorm 
l pparmtly folloved correct FCIC procedure in their anmlymem. 
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The complexity and judgement factors associated vith the crop insurance 
contract lend themselves to disputes and, therefore, auditable error. The 
individual cases cited in the report, and the claims used as the basis for the 
report, vi11 be reviewed when they are received. In some of the cases, it is 
likely that there vi11 continue to be differences of opinion among the GAO, 
FCIC, and the company. In others, clearly there is error. In yet others, 
there vi11 be found error, but of a nature which only an audit of the depth 
conducted by the GAO would discover. 

Elsevhere in these comments ve address, specifically, the recommendations and 
suggestions of the auditors. The errors, as ve noted, represent a failure to 
meet our claims standards. The FCIC has implemented mechanisms to require 
greater fidelity to general operational standards of efficiency, 
effectiveness, and integrity. We shall hold our delivery partners to those 
standards. 

LOSS ADJlJSTMEl'lT ERRORS OU MASTER MARKETER CLAIMS-- 
FREQUENT BUT NOT VERY COSTLY 

The report analyzes 37 claims recorded for Master Marketer policies and 
adjusted by Federal Crop Insurance. The analysis found that 23 of the claims 
reviewed (62%) were not properly adjusted accounting for a total overpayment; 
underpayment amount of $31,878(1.87%) out of a properly paid $1,706,503. 

The report conmidered the errors experienced in this range to be vlthin an 
acceptable margin of error. It is gratifying that the indemnity error amount 
in the reviev sample is less than 2%. A payment error rate of less than 2X, 
however, is so lov that it may represent the tall of the actual error 
distribution curve, based on size of claim, rather than the mode or mean. 

It is vorth noting that, vith one of the tightest spans of supervimory 
oversight, and the equivalent of roughly 1 of every 3 claims filed revieved a 
second time, an error rate of 62% dramatically demonstrates the complexity of 
the crop insurance product and the claims process. 

As noted earlier, ve take little solace in the overpayment rate vhich vas 
discovered mince ve feel that it is likely not representative of the results 
which an audit of high value claims chosen by the same GAO criteria vould 
reveal. There are three avenues of recourse available to insured8 and/or 
applicants for insurance to resolve disputem arising from crop insurance 
contracts administered by FCIC under the Corporation’s direct writing system. 
Crop insurance claimants vho used these appeals opportunities, applying to the 
FCIC insurance proarm, amounted to 247 at the Kansas City level for 1986. Of 
that number, even vith the utenmive oversight outlined above, 27% prevailed. 
Folloving rejection at the first level of appeal, 99 claimants pursued their 
cmme to the Washi~ton level, and prevailed in 25% of cmmem brought. Thus 
fully 37% of l ppealm on FCIC claimm were found meritorloum by a reviev process 
analogous to the 6AO audit. FCIC is also involved in litigstion at a rate 
which private companies could scarcely afford to l umtmin. During the period 
October 1, 1986, to Hay 26, 1987, FCIC l mtimatmd a total liability in 62 filed 
mite of $116,600,057. There vere 36 suits pending for $98,705,523. Theme 
muits are primarily over disputed claims vith the most frequent points of 
contention bei-: 1) policy interpretation; 2) uninsured emme of loss; 
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3) disputed production; 4) disputed actuarial determinations. These issues 
are precisely those at the basis of the audit findings. During oral 
testimony, we noted the potential the threat of litigation has for coercing 
disputed claims settlements. 

In January of 1987, a study team was organized to identify problems in field 
operations and determine more effective and efficient methods of operation. 
The study concluded that quality control should not be a part-time function 
working outside the supervisory chain of accountability, and that the system 
should be simplified and administrative reponsibility clarified. 

To this end a new field structure was created. The new position of Area 
Claims Specialist will focus around full-time, professional level supervision, 
training and quality assurance of the loss adjustment contractor force from an 
Area Claims Office. In addition, two other positions were created in the 
redesigned Field Service Office at the regional level: the Claims Examiner 
position and the Staff Assistant. 

The Claims Examiner will review for approval of payment all claims prior to 
processiw (where additional computer checks will be made). This position, 
under the administrative control of a Field Service Office Director, will be 
responsible for overall coordination of training and quality assurance in the 
region. The Staff Asaintant will perform administrative and program analysis 
of loss adjustment operations within the region, to determine effectiveness, 
efficiency and trenda. 

We believe this approach will provide more responsive administrative control 
and integrate efforta towards a more effective accomplishment of accurate, 
economical, and timely loss adjustment. Aa CA0 notea, attention to procedure 
and fidelity to a syrtsm of internal controls is at the foundation of a more 
accurate and efficisnt experience for both delivery systems. 

FCIC DOES MOT DAVE ADEQADTE OVERSIGHT 
MD COHTPOL OVER PEIMJRED COKPANIES 

In AU8Uat 1986, FCIC’s newly created Office of Program Administration became 
operational with responsibility for administering the Compliance, Beinsurance 
Contract aad Marketing Contract Divisions. Thir function har been given top 
priority and emphasis by FCIC in fulfilling it’s obligations under the Federal 
Crop Insurance Act, as amended, to l a8ure that private contractor8 are in 
compliance with the tems and conditions set forth in the applicable 
agreamentr . 

REIKXIRED COMPANIES OVEPSICBT ADD CORTPOL O? 
THR LOSS ADJUSTPIERT PROCESS ARE IIIEFFECTIVE 

FCIC her l lwayr rtron8ly encouraged rcinrured companies to edhere to standard 
aupervirory and internal control procedures. While recent reviews rug8est 
some companies did not perform thio function to FCIC’r ratiafactlon or desire, 
atepa have been taken to assure this vi11 be accomplished for the 1987 and 
rucceediq crop year.. 
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In this connection, it may be appropriate to observe that, absent the type of 
review undertaken by GAO, the FCIC depends precisely on the fidelity to policy 
and procedure of both of its delivery syetems for the integrity of the 
program. In the instance of each of the reinsured companies, of course, we 
rely on the integrity of its internal control and review system. We have 
taken steps to assure greater administrative attention to that requirement on 
the part of the compsnies and ve intend to audit for fidelity to that 
requirement. (Attached at Appendix I is a representative company’s standards 
manual ) . The repeated references to “FCIC procedure” are misleading in that 
ALL procedure is either established by, or approved by, FCIC. It is in the 
area of l ssurinS fidelity to procedure that we must make progress. This is 
vhy FCIC conducts its spot check review program and ve are pleaoed that, for 
the 1987 seanon, we are fully operational. 

FCIC established Suidelines and recognized standards (See Appendix II) for 
reinsured companies to follov and incorporated this requirement into the 1988 
Plan of Operstions, a part of the Beinsurance Agreement. 

In February 1987, FCIC issued guidelines and standsrds (See Appendix III) for 
reinsured compsnies to utilize in their role as third party verifiers for the 
Actual Production History program. This reinsured company verification 
function is presently under reviev by FCIC perronnel to azure these standards 
are adhered to and utilized. 

FCIC issued in February 1987 recognized and approved Suidelines for loss 
adjuster traininS and certification programs (See Appendix IV) to be 
implemented by reinsured companies. FCIC has and continues to monitor and 
reriev company training provided to loss adjusters. Incresssd emphasis, by 
the private industry loss adjustment trade l ssocistion (Rations1 Crop 
Insurance Association), vas placed on adjuster traininS and proper claims 
supervision at meetinS with the mamber companies this year. 

FCIC DOES ROT SCXDDD PEIISUDED 
CLAIHS PUP OBVIOUS ERRORS 

Bdit checks are performed by reinsured cooprnier prior to claim processinS and 
before l ccountirtS reports and premix transsctions are generated to FCIC for 
rsimburssmmt. In addition to internal msnual and computerized checks, 
reinsured company loss claims are subject to FCIC-approved computer edit 
checks by the ststistical trade association, Crop Hail Insurance Actuarial 
Association (CEIAA) prior to certification for payment. Currently several 
additional edits are beiru implmented. Claims not passing edit checks are 
returned to reinsured companies for correction and resubmission. The edit 
checks are very similiar to those utilized by FCIC and hsre been subject to 
Office of Inspector General audit reviev and ralidstion. 

Ye are concerned that the CA0 places repeated emphasis on the payment of 
certain drou@t losss~. As ve stated in our earlier tsstimow, an error 
occurrsd in the updating of our edit codes vhich permitted recorditu of a 
drou&t cause of loss on IrriSatsd land l vsn on FCIC business. We also noted 
that ve vould sttsmpt to reviev the specific instsnccs for reinsured business 
vhsn &lvsn the utcrial on vhich GAO based its obsarvstions, but that a 
preliminary reviev indicsted erroneous csuse of loss coding rather than 
erroneous payments. This does not, of course, relieve the FCIC or the 
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companies of the burden of statistical error; it does, hovever, question the 
implication of some $18 million in wrongfully paid claims. 

FCIC management has begun to evaluate each item of the 3,846 claims involving 
drought on irrigated practice to determine the appropriateness of the $17.9 
million in reinsured company payments and $1.2 million in FCIC indemnities. 
Preliminsry analyses of the data by FCIC indicates drought vss not always 
listed as the primary cause of loss and that irrigated practices frequently 
had additional causes of loss reported. Some of the additional causes listed 
vere excess heat, failed irrigation, hot wind, disesse, insects and other 
causes that could be associated vith drought conditions. In the absence of 
strictly defined cause of loss codes, the adjuster is left to use his/her 
judgsment md often attempts to explain a loss by the use of multiple codes--a 
conscientious effort to complete a claim. 

hnsgemsnt will continue its review both by audit of randomly selected claims 
and by further examination of the data base. Edits, in the meantime, have 
been added to both CHIM and FCIC processing routines to prevent improper 
recording of drought cause of loss on irrigated practice. FCIC ~111, 
additionally, exsmine the desirsbility of defining cause of loss fields more 
narrovly and explicitly and making such codes l vailsbls to companies and 
sdjusters. FCIC management questions that sufficient appropriate data vere 
used to mske the blanket sssumptions of overpsymsnts of the sxtent that the 
GAO claims. 

FCIC HAS OBLY RECENTLY BEGUB TO SYSYEHATICALLY 
EEVIEW YIDI OPEBATIOAS OF BEIASUBED COMPAHIES 

Active oversight by FCIC of individusl reinsured company operations YSS not a 
major thrust of corporate msnagement in the early years of the multiple peril 
crop ixuurance program. 24echanisaw vithin the reinsured compuries vere 
initially relied upon for procedural controls, since for msny years these 
companies hsd hem sngaged in general crop insursnce prfor to their 
participation in the multiple-peril program. 

Pecogniring the need for a more formslizsd approach, FCIC forwarded to the 
Department a reorganization plan requesting approval of a cwplisnce program 
in the fall of 1985. We received approval for the sstsblishmsnt of the 
Compliance Division in Bovsmber 1985. Initial staffing began for this 
function in April 1986 vlth the majority of field rsvlev personnel staffed in 
AU6USt 1986. Yhe Division van sllocsted a ceiling of 40 staff positions for 
fiscal ye4r 1987. Yhis allocation has besn incresssd to 60 for the 1988 
fiscal ye4r. The Division currmtly her a staffi~ level of 31 spscialists 
and clerical personnsl ~4th opsn recruitizq snnouncmsnts to fill rsmsining 
vscmcies. The Division utilizes tvo brmch offices, located in Washington, 
D.C., snd Kuuas City, ?lissouri , to perform the daily reviev sctlvities. 
There are currmt plans to add another branch office to assure uniformity and 
compliance of all contrsctiry psrtles and to fscilitste an efficient review 
program for both delivery systsms. 

Trainlzu end procedural development vere inltistsd imsdlatsly upon 
or8snlgstion. Compliance Handbook procedures vere recently approved by FCIC 
msnsgsmsnt for the systsmatic review of reinsured companies. Yhese procedurea 

Page 6 1 GAO ,,EcEIM87 Pclc 



.4ppendix v 
Comments Ram the Federal Crop 
Insurance Corporation 

See Commenl 13 

See comment 13 

See comment 13 

See comment 13. 

were coordinated and derived from other review and audit programs such as 
other USDA agency compliance programs, Office of Inspector General, National 
Association of Insurance Commissioners and the National Flood Insurance 
Program. Procedures are currently being formalized by the Office of Program 
Administration for systematic tracking and collection of overpayments 
identified by compliance and other reviev/audit programa. 

While initial review efforts were directed at handling complainer and 
uhistleblover cases, a concentrated and successful effort has been made to 
incorporate a systCP1atic review program on all reinsured companies. During 
late 1986 and early 1987, the Compliance Division hss been performing 
systematic reviews on reinsured companies. It is projected that by October 
1987, all reinsured companies vi11 have been reviewed, particularily in the 
area of company operations and loss adjustment activities. To date the 
Compliance Division has completed reviev of over 30 reinsured companies, 
entailing 59 csse reviews, involving an estimated 940 policies. These reviews 
have occurred in twenty-five states and involved tventy different crops. 

With a teus of its experienced field underwriting staff, FCIC is currently 
reviewing all reinsured companies in their role as third party verifiers for 
the Actual Production Eistory program and anticipates completion by 
mid-Septmber, 1987. In 1966 FCIC performed this function vith review results 
indicsting an approximate error rate of 1X. 

In 1986 FCIC consolidated and moved to Washington, D.C. the Program 
AQinistrstion function, vhich is responsible for contrsct l datinistration for 
both delivery systems and oversight responsibilities. This office has 
coordinated and issued guidelines and standards for reinsured company 
performance under the Standard Peinsurance Agreement. 

We note the incorporation into the 1988 Standard Peinsurance Agreement several 
provisions placing greater oversight snd control requiremsnts on the reinsured 
business. These include the authority for FCIC to asame and perform the loss 
adjustment l etivitiss of a reinsured compsny, if a company has dsmonstrated 
continued performsme sad practices not in sccordsnce to provisions of the 
Beinsurance Agreement; more precisely defined regulations to prohibit conflict 
of interest situstions bstveen loss sdjusters, agents snd producers; written 
regulations to recover ovsrps~snts to compsnles by FCIC and required vordlng 
on all policies informing producers their insuruxe policy is reinsured by the 
Federal Crop Insursnce Corporation snd as such all terms of the policy and 
rights snd responsibilities of the parties sre specificslly subject to the 
Federal Crop Insurance Act, se amended. Companies hsve bear required to 
provide additions1 docmsntation and informstion on procedural integrity vith 
their 1988 Plans of Operstions prior to reinsurance sgremsnt spprovsl. 

The Complisnce Division is nearing completion of a data base, containing all 
case review snd relstsd findings, both ststistical snd monetary. The 
Assistsnt Uumger for Program Administration is currently developing and 
implsmsnting a data base tracking system to monitor csse rwiev reports of 
reinsured Compsnies, the ststus of required recoveries along vith requested 
actions, and follov up vith the compsnies. This data base vi11 be rued to 
monitor md dissrrinste all cooplisnce revievs, OIC snd GAO audits. 
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FCIC has recently requested several OIG investigatione resulting from 
oversight activities. Several loss adjustment bulletins hsve been ieoued 
advising of potential problem areas or required changes in loss adjustment 
practices as a result of review and oversight activity (See Appendix V). 

COACLUSIORS ADD RECOPMENDATIONS 

In general response to the implicstions of several conclusions vhich are dravn 
ve believe it should be noted that the deficit operation of the last several 
years is not just on the business written by the reinsured companies. As ve 
presented in testimony, the loss ratios on FCIC policies are no better and 
sometimes vorse than loss ratios on policies reinsured. In this regard, we 
can reiterate our agreement vith the GAO findings that the problems ve face 
are systemic in thst they characterize the difficulties fsced in offering an 
effective and responsive crop insurance program. 

We have stated et several points in this response that sdditional requirements 
hsve been placed upon the reinsured compmies in the areas of adjuster 
training and supervision snd quality control functions throughout the sales 
end service cycle. We note also that the companies here s trade sssociation 
(ACIA) whose principal purpose is the provision of crop insurance adjustment 
procedures and adjuster training. It has performed this role since about 1915 
in the hail business, and ve find no lsck of zeal to sssist in multiple peril 
claims work. 

The companies also operate, through their ststietical organizstion (CEIM), a 
most comprehensive computerized audit and screening of PBCI business. This 
function has been in place since 1981 (borroving from more than 30 years of 
such activity in the private hail arena). USDA’s OIG hss tvice observed this 
process vhich compares favorably vith that of FCIC. 

We also note that FCIC does have a eysteautfc method of recovering 
ovsrp~yments. The collection process csn be a matter of simply off-setti~ 
l gsinst amounts routinely due the subject company from sxpuue payments or/and 
reimburssmsnt for losses paid. As ve hsve noted, the process of collection is 
not et the root of the disputes; the idsntificstion of errors, and the amount 
of money involved, is. 

PCIC has initiated actions on compsnies found to be in non-compliance and has 
dsmsnded monies on identified overpsymmts, acting in good faith end being 
respoluive to compeny rebuttals snd sppeels. We have served notice of 
recovery requiramts on the company identified as put on suspension. Till8 
Includes findings generated by the GAO. PCIC has besn careful to l llov the 
company its full dispute rigbts under the Peineurance Agreement. Another 
compsny vith multiple retrieve in error hss besn notified of the findings and 
that PCIC expects corrective action. CA0 also identified a reinsured company 
-ant involved in possible for&cry and other discrepsncies on policies. This 
does not necesssrlly constitute claims overpsyments, but rather errors in 
vslidstion of policies vrittm st the s&ant level for which policyholderus NY 
in good faith be jeopardized. We are pursuiu this matter and will take 
appropriate action. 
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mative to soeri&c rervs to the Secretary of BgLicultu 

1. We have initiated development and publication of gUidSlinS8 for improving 
the quality of the loss adjustment activities of the reinsured companies and 
the associated training program for loss adjusters. (See Appendix VI) 

2. We are well along in implementing a comprehensive and systematic program 
of monitoring the effectiveness of company operations. The Compliance 
Division ~111, this fall, complete its first round of company revievs and will 
have established an audit routine which will, as SUggSStSd, recalculate 
randomly selected claims. 

3. Since FCIC hss already implemented a systematic and comprehensive 
monitoring and l valuation system for reinsured company compliance to both 
sdministrative and claims procedure, we contend there is no need to require 
claims files be submitted for review. Further , such a requirement, based on 
the 1986 figure of 84,000-plus proofs of loss, would Increase personnel costs 
by sn estimated $2 million, in addition to logistical and storage costs and 
complications. Computerized audits and screening, in addition to focusing on 
companies found to be operating below standards, vi11 be sufficient to assure 
performance. 

4. On the matter of establishing internal data processing controls we note 
that GAO seems to assume thst nothing has been done in this area. We attach, 
at Appendix VII, a copy of the audit routines which have been applied since 
1981. 

5. FCIC will develop a revised system of administrstive and operational 
tolerances vhich correspond to those of other related agencies. Folloving 
that action, FCIC will further refine the guidelines for determining when and 
vhat administrative actions vi11 be taken in the event of violstions of policy 
and procedure. 

6. FCIC accounting practices and other tracking systsms, for recovery 
purposes, are nov functions1 and vi11 soon be formalized in published 
procedure. 

7. Eandicspped by a lack of official informstion on a csse basis, FCIC hsa 
nontheless begun the process of reviewing and reconciling differences in the 
responses of compsnies to UO findings vhsre known. As informstion from GAO 
is received, analyzed, and reconciled, FCIC vi11 recover any overpayments. 
Indeed, notice vu served on AUgUSt 11, 1987, on one company vhich accounted 
for a substantial portion of the overpaymsnt dollars idsntified by GAO. 

a. As noted earlier, an anslysis of drought cause of loss in the 
indemification of irrigated crop losses is continuing. As indicated, 
overpaymmta idsntified vi11 be pursusd. 
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The following are GAO’S supplemental comments on FCIC’S letter dated 
August 25. 1987. 

GAO Comments sured company operations, KIC commented that it has inserted several 
provisions in the 1988 Standard Reinsurance Agreement-the contrac- 
tual agreement between FCIC and reinsured companies-placing greater 
oversight and control requirements on the companies. These include (, 1) 
providing KIC with authority to perform the loss adjustment function 
for poorly performing companies, (2) establishing explicit prohibitions 
against conflict of interest situations between loss adjusters, agents, and 
producers, (3) establishing requirements governing FCIC'S recovery of 
overpayments, and (4) requiring that language be added to all policies 
informing policyholders of their responsibilities and those of reinsured 
companies and FCIC. In addition, the provisions of the 1988 Standard 
Reinsurance Agreement require companies to provide more detailed doc- 
umentation and information on their operations for FCIC review prior to 
KIC’S approving the agreement. 

We believe that the provisions added to the 1988 Agreement will pro 
vide mc with better oversight capability and will provide reinsured 
companies with a clear understanding of KIC’S expectations in the loss 
adjustment area. As such, we believe that, if properly implemented, they 
should help to improve the effectiveness of FIX’S oversight and control 
function. 

2. In its “General Comments” FCIC expressed a concern about the tone of 
the chapter. Specifically, FCIC said that we repeatedly imply that the 
errors we discovered were so egregious that they suggested a willful 
attempt to defraud the government. In this regard, FCIC commented that 
we did not support our concerns that the claims were fraudulent and 
that, in fact, the probability that we found a pattern of fraud in such 
geographically disparate locations is unlikely. KIC concluded this point 
by commenting that a company’s lack of attention to internal oversight 
is not an intent to defraud. 

We believe EIC’S comments are somewhat overstated and, as such. mls- 
characterize our report. The only place in the report where we discws 
the possibility of intentional overpayments-fraud-is in the chapter 
where we discuss the types of errors we found. (See p. 25.) In that <‘on- 
text we state that of all the 134 claims we reviewed, many of them had 
errors that were so blatant they seemed to have been intentional ( In the 
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basis of this, we made clear in the report that we worked i+.it h the I ‘SIN. 
OIG and the Department of Justice to determine if any of the cases 
should be further investigated. Nowhere do we say that fraud actualI> 
took place-only that it may have occurred in some cases. Finally, 
regarding FCIC’S point that we do not support our concerns about possi- 
ble fraudulent payments, we will let the proper investigative authorities 
decide the final disposition of each case. We referred the cases to these 
authorities not because we thought we proved that fraudulent acts were 
committed but because our evidence showed that fraud might have 
taken place. 

3. KIC commented that our comparing the 3 l-percent overpayment rate 
for reinsured companies with the l-percent overpayment rate for 
master marketer claims may not be a good indicator of loss adjustment 
problems. FCIC suggested that a better comparison would require audits 
of claims of comparable value. 

We do not agree with FCIC’S comment. The loss adjustment process IS the 
same regardless of the size of a claim. Therefore, there should be no 
relationship to the size of the claim and overpayment rates. Further, our 
comparison uses relative numbers-31 percent versus 1 percent As 
such, it factors in any disparities in the values of the claims. 

4. FCIC also commented that much of our analysis of reinsured company 
claims was based on the work of two companies and that FCIC is taking 
disciplinary action against one of the companies and is conducting a spe- 
cial review of the other as a result of our findings. 

FCIC is correct in its comment that much of our analysis was based on the 
work of two companies. However, this condition was coincidental to the 
methodology we used. Essentially, we focused our work on I 1 I the par- 
ticular crops that received the most claims payments, (2) the largest 
payments, and (3) geographic disparity. The two companies referred to 
in FCIC’S comments happened to have a large number of claims that fell 
under our criteria. Nevertheless, RX’S action to improve the sltuat ion 
we found at these two companies is commendable. 

5. FCIC commented that the overpayment rates of reinsured companies 
are not as bad as our analysis shows. FCIC said that when two c.lalms are 
not considered the overpayment rate did not exceed 10 percent In the 
two cases involving large overpayments, the companies are dlsp\ t t mg 
our findings. 

Page 66 



Appendix V 
Comments From the Federal Crop 
lnaurance Corporation 

r ‘I 

Overall, we found a 31-percent overpayment rate on reinsured company 
claims we reviewed. The fact that two of the larger ones are being dis- 
puted by the involved companies does not detract from the merit of our 
findings or conclusions. Further, FCIC’S own expert loss adjusters 
assisted us in the analysis of these claims and certified the amount of 
the overpayment. 

6. KIC further commented that because of the complexity and the judg- 
mental factors associated with the loss adjustment process, there may 
be disputes between our findings and reinsured company determina- 
tions. As a result, FCIC plans to analyze each claim we reviewed on a 
case-by-case basis before making final determinations. According to 
WAC, this process will begin as soon as we provide it with the details of 
the cases we reviewed. 

The details on all our individual case studies were provided to FCIC on 
October 1,1987. We encourage KIC to pursue the resolution of any dis- 
putes as quickly as possible. 

7. In commenting on our findings for the master marketer claims we 
reviewed and on its own review process for these claims, FCIC noted that 
even after going through its review process, any disallowed or reduced 
claim payments can be and are disputed. In fact, many are eventually 
litigated. As a result, FCIC asserts that the frequent and costly litigation 
it experiences on its master marketer claims is something reinsured com- 
panies cannot afford to sustain. Accordingly, KIC believes that the 
potential threat of litigation that overhangs the loss adjustment of its 
claims-and presumably reinsured company claims-coerces settle- 
ments of disputed claims. 

With this comment FCIC appears to be saying that the threat of litigation 
is a guiding force in its approach to settlement of disputed claims. How- 
ever, we see no link between this point and the proper adjustment of 
loss claims. While litigation may be an eventual outcome of any claim 
dispute, we believe that, under any circumstances where KIc-or a 
reinsured company-is adjusting a claim, it is imperative that the work 
be done in accordance with applicable policies and procedures and that 
a claim be disallowed, reduced, or increased on that basis. The threat of 
litigation cannot be an excuse for not following proper procedures. 

8. FUC noted that a new infrastructure over the claims review process 
was created as a result of a January 1987 study. The net effect of the 
new system is the creation of full-time claims specialists operating from 
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Area Claims Offices. The new group will review all claims prior to 
processing and will coordinate the training and quality assurance 
processes in each region. ITIC plans to have this new office review the 
effectiveness of loss adjustment operations in each region on a continu- 
ing basis. 

We have no basis for determining whether the new system will improve 
the effectiveness of the process now being used. We do point out, how- 
ever, that we found that the existing process was effective. Accordingly, 
to the extent the new process described by FCIC incorporates the same 
supervisory oversight and controls in place during our review, it should 
be at least as effective as the existing system. 

9. FCIC commented that its internal processes and those of reinsured 
companies include procedures for performing edit checks of claims sub- 
mitted for payment. FCIC comments state that additional edit checks are 
being added to its claims processing procedures that would preclude the 
kind of problems we identified -where payments were made for 
drought as the cause of loss on irrigated land. 

We commend FCIC for its efforts in this area and encourage management 
to implement the new edit checks as soon as possible. 

10. FCIC commented that our portrayal of claims involving drought on 
irrigated land as overpayments. Specifically, FCIC commented that it was 
concerned that we placed repeated emphasis on the payment of certain 
drought losses and questioned our implication that there were some $18 
million in wrongfully paid claims for crop losses due to drought on irri- 
gated land. 

We disagree with FCIC’S characterization of our report on this point. 
Nowhere in the report do we state that the roughly $18 million in claim 
payments cited by FCIC were incorrect. In fact, we consistently charac- 
terize the payments as “questionable.” Until further investigative work 
is done by FCIC that could show, for instance, that the cause of loss was 
simply due to an administrative data entry or coding error, we believe 
that the subject payments must be questioned. It seems to us since RX’S 

policy clearly precludes payment for losses due to drought on irrigated 
farmland, such review by FCIC is prudent management. 

11. In its comments FCIC further states that a preliminary review of the 
claims in this category indicates that there were not improper payments 
made but, rather, erroneous loss codes entered on the claim data. In 
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other words, the administrative coding on the claims indicated that 
drought was the cause of loss when, in fact, it was not. Nonetheless, FCIC 

said that it has begun to review each of its claims for 1984, 1985 and 
1986 where payments were made for losses where drought was cited as 
the cause of loss on irrigated land. 

FCIC’S efforts in reviewing each claim for 1984, 1985, and 1986 are 
appropriate to ensure that no overpayments were made and to get reim- 
bursed for any claims that were overpaid. 

12. In commenting on the section of the chapter captioned “FCIC Has 
Only Recently Begun to Systematically Review the Operations of Rein- 
sured Companies,” FCIC acknowledged that its oversight of the opera- 
tions of reinsured companies was not a major part of its program for 
many years. Essentially, according to KIC, it relied on the reinsured 
companies to police themselves. ITIC began to move toward a more for- 
mal oversight role in 1985. Initial staffing for what is now the compli- 
ance division began in April 1986; the majority of staff was hired in 
August 1986. 

In our report we made it clear that KIC established the compliance divi- 
sion in August 1986-5 years after it began to use reinsured companies 
as a crop insurance delivery system. From this, we assert that KIC has 
only recently begun to act to systematically review the operations of 
reinsured companies. FCIC’S comments on this point imply that it had 
begun to move toward formalized oversight prior to August 1986. In 
fact, FCIC did begin to move in that direction prior to August 1986. How- 
ever, the compliance division, with staff assigned to oversee reinsured 
company operations, was not established until August 1986, as we state 
in the report. Prior to that time, the staff FCIC had devoted to reviews of 
reinsured companies did not perform any oversight function by system- 
atically monitoring the activities of the companies. Rather, it primarily 
did sporadic reviews of whistle-blower complaints on specific claims. 

13. FCIC mentioned several actions, in various stages of completion, that 
will help provide more effective oversight of reinsured companies Some 
of these actions are aimed at improving the effectiveness of the compli- 
ance division, and some are aimed at improving the effectiveness of 
reinsured companies. 
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Regarding the work of the compliance division. FCIC commented that it 
( 1) has recently issued a Compliance Handbook to help ensure sg-stem- 
atic reviews of reinsured companies, (,2) has begun to formalize proce- 
dures for the systematic tracking and collection of overpayments 
identified by its staff and others, (,3) is developing a data base that con- 
tains the status of all case reviews and related findings, (4 ) is developing 
a tracking system to monitor compliance reviews of reinsured compa- 
nies, actions taken to correct identified problems, and follow-up on 
actions taken by reinsured companies, (5) hopes to complete reviews of 
the loss adjustment activities of all reinsured companies by October 
1987, and (6) is currently reviewing all reinsured companies’ acti\rities 
to determine whether they are effectively verifying the actual produc- 
tion history of policyholders. In addition, FCIC noted that it has recent11 
requested several OIG investigations resulting from its oversight activi- 
ties and that several loss adjustment bulletins have been issued co com- 
panies advising them of potential problem areas or required changes in 
loss adjustment practices as a result of its review and oversight 
activities. 

We believe the actions mentioned by FUC are positive steps which, when 
completed and implemented, will improve the effectiveness of its over- 
sight function and control. 

14. WC also reiterated that it has placed additional requirements upon 
reinsured companies in the areas of adjuster training and supemision 
and quality control functions. In addition, FCIC notes that the principal 
trade association for crop insurance loss adjusters provides training to 
adjusters. 

The measures being taken in this area are positive steps. However. 111 
our opinion, until FCIC requires reinsured companies to pattern their 
muster training, supervisory review, and quality control programs 
after FCIC’S rigorous program for master marketer claims, we do not 
believe FCIC’S actions will be as effective as they could or should be. Our 
review has demonstrated the comparative effectiveness of F-TIC’S pro- 
gram for master marketers. Under the approach being taken by FCIC, 

reinsured companies still have a great deal of discretion in implementing 
those activities. As such, they may or may not be effective. 

15. FCIC commented that the computerized claim audits and screening 
done by CHLAA for the reinsured companies is a good one and compares 
favorably to the.one used by FCIC for its master marketer claims. 
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We have no problem with this comment. However, as our report demon- 
strates, the process can be improved. If KIC had in place a computerized 
edit check for reinsured company claims like those used for master mar- 
keters, many, if not all, of the $17.9 million in claims paid for drought on 
irrigated land would have been identified, and presumably checked out? 
before they were paid. FCIC apparently agrees with our assessment since, 
as noted on page 7 of the comments, it is now in the process of adding 
several new edit checks to the computerized audit routines of CHWP, and 
FCIC. 
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